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Effect of Corporate Income Taxes 
on Corporate Earnings 


By John C. Clendenin 


Pending plans to improve the ci through federal aid will bring about 


a sharp increase in tax rates to fund the program. H. R. 10660, which provides for 


both appropriations and revenue, has been passed by the House. Title Il of the bill 


is the former H. R. 9075. It provides for increased excise taxes on gasoline, diesel 


and special motor fuel, tires, “anemone Busses, etc. 
[oe ae) oh) 


What emerged from the House as a bill to provide capital gain treatment on sales of 
‘new look'’ while in the Senate Finance Committee. The committee's 
substantive amendments to H. R. 6143 would affect corporate distributions of property 


under the 1939 Code, farmers’ tax treatment of drought-induced sa f Q 


y, 


the 1954 Code, shipments oRpodiy from farms to local processing plants under 


both the old and new Codes, surtax on certain paid claims under defense contracts 


under the 1939 Code, and amortization of the cost of trade-marks and trade-names 


under the 1954 Code. 





Coming—The term “res judicata’ is used 
to indicate a merger, bar, collateral or 
direct estoppel. In the field of tax refunds, 
however, where a refund for a single year 
is involved, there is a single cause of 
action, with the issue of res judicata arising 
when the taxpayer attempts to get two 
bites of the same cherry. Martin M. Lore 
painstakingly goes over the entire field 
in his article. 


Albert Mannheimer, who has often writ- 
ten for us on trusts, comes up with a new 
angle that he calls ‘‘An Unexplored Form 
of Insurance Trust.”’ 


Have interests in New Zealand? Then 
you'll be interested in the digest and out- 
line of taxes on income in New Zealand. 


Tus magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation. 
To this end it contains signed 
articles on tax subjects of 
current interest, reports on 
pending state tax legislation. 
interpretations of tax laws 
and other tax information. 
The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Respon- 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Hditor, Henry L. Stewart; 
Washington Editor, Lyman 
L. Long; Business Manager, 
George J. Zahringer; Circula- 
tion Manager, M. S. Hixson 
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FEDERAL 
TAXES 


A NEW REASON for frequent inspection 
of your house as an antitermite precaution turned up in a Tax 
Court case. A taxpayer whose home had not been inspected for 
four years was refused a casualty-loss deduction after the 
destructive pests moved in on him. There was no casualty loss 
because he was unable to prove that the loss was sudden.—Dodge, 


CCH Dec. 21,562, 25 TC —, No. 114. 


Tue TAXPAYER’S INVENTION was pat- 
ented on February 10, 1939. To save taxes, he tried to prorate 
compensation received for “work” on the idea over a 36-month 
period, He said he developed the invention in his mind from 
November, 1935, to April, 1936. In April, 1936, the first rough 
sketch of the invention was drawn. This, held the court, was the 
beginning of “work.” The “thinking” period which preceded the 
actual beginning of work was disregarded, and the 36-month 
requirement was not met.—Beardsley v. U. S., 56-1 uste {9374 
(DC Conn.). 


Ir IS WELL KNOWN that those who par- 
take of the cup that cheers at the little tavern around the corner 
frequently get the urge to burst into song. If they do, are they 
putting on a “performance for profit” making them subject to 
the cabaret tax? No, the Internal Revenue Service has ruled. 
Spontaneous community singing is ordinarily tax free. But, if 
the management furnishes a song leader, supplies song sheets or 
flashes the words on a screen, the tax applies.—Rev. Rul. 56-167. 


A TAXPAYER appeared for himself before 
the Tax Court. Advice by the Tax Court: “On the whole we 
were impressed by his candor and desire to give true testimony. 
However, without the assistance of counsel and lacking as he 
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did the possession of receipts and other written evidence as to 
the items in question, his testimony was nebulous in many re- 
spects.”—Scala, CCH Dec. 21,708(M), 15 TCM 512. 


Ficutinc THE LABEL of Communist— 
are the legal fees incurred in a libel action deductible? Depends 
on the purpose, and where it is to vindicate personal reputation— 
no deduction. The taxpayer here was a professional dancer and 
he proved, to the satisfaction of the Tax Court, that the exposure 
damaged his professional reputation. His income slid from a 
high of over $80,000 to zero. The libel action ended in a hung 
jury, but it isn’t the outcome here which affects the deductibility ; 
it is the purpose for which the legal fees were incurred.—Draper, 
CCH Dec. 21,701, 26 TC —, No. 221. 


A TAXPAYER borrowed English pounds 
(value $4.04). When the note was paid in pounds, its value was 
$2.80 per pound. The taxpayer sought to avoid the tax at ordinary 
rates on the difference in value of the pound when borrowed and 
when repaid, claiming that the purchase of pounds was a transac- 
tion distinct from his regular business, like a short sale, and 
hence not ordinary income. The Tax Court held otherwise 
because the financial transaction was for the purpose of paying 
bills of lading on foreign purchases of raw materials used in his 


regular business, hence not a separate transaction.—American- 
Southeastern Asia Company, CCH Dec. 21,700, 26 TC —, No. 21. 


Wuen IS A GIFT income? When it is 
given away. Doesn’t make much sense, does it? The situation 
is this: Section 74 of the IRC subjects to tax all prizes and 
awards. The cases of Glenn v. Bates and Fernandez v. Fahs (55-1 
uste § 9118 (CA-6) and 56-1 uste § 9410 (DC Fila.), respectively) 
held that when something is advertised as being given away—such as 
an automobile on a drawing at a baseball park—that gift cannot 
be income because it is a gift. If this reasoning is correct, then 
Section 74 turns this type of gift into income. 


THE FARMER-TAXPAYER, who relied on 
the advice of the only accountant in the town, was held excused 
for failure to file a declaration of estimated tax. He had been 
advised by the accountant that he was not required to file. Fail- 
ure to file was due to reasonable negligence and not to willful 
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negligence. This case was tried in a district court, which held 
that the penalty for substantial underestimation of tax cannot 
be lawfully imposed unless an estimated tax return has been 
filed —Jones v. Wilson, 56-1 ustc $9498 (DC Ariz.). ... In 
another declaration case, partnership’s profits were larger than 
anticipated, but the profits were not determinable until after the 
completion of an audit. This was reasonable cause and so ex- 
cused the partners’ failure to file declarations, but they were 
hooked for substantial underestimation. The Tax Court followed 
the regulations and held that where no declaration had been 
filed, the amount of the estimated tax shall be considered zero. 
It was at this point that the Tax Court took the high road and 
the district court the low road.—Groh, CCH Dec. 21,716(M), 15 
TCM 538. 


Last YEAR, in the September issue, we 
carried an excellent article on the statute of limitation applicable 
to excise tax refunds on the costs of manufacturers’ warranties 
which were attached to their products. 


Westinghouse Electric Corporation sued to recover $1,922,614.96 
manufacturers’ excise taxes paid without deducting any part of 
the actual or estimated cost of fulfilling the warranties. The 
Court of Claims held that the six-year statute, not the four-year 
statute, applies on such refunds. This was the contention of the 
September article. The six-year statute applies because the taxes 
were correctly assessed and collected originally and became 
refundable under 1939 Code Section 3443(a)(2)—56-1 ustc 
7 9494 (Ct. Cls.). 


(GENERALLY SPEAKING, a taxpayer’s 
home for the purpose of the traveling expense deduction is his 
place of business or employment, but a special ruling qualifies 
this. The new ruling holds that a taxpayer who is temporarily 
employed at a particular place or location may be “away from 
home,” provided he can show he has a “tax home” elsewhere. 
The taxpayer involved was a welder who worked on construction. 
His tax home was where he lived, where he sought work, where 
he was informed by the union to go to work. The work assigned 
could be in another city and last only until his part of the con- 
struction operations was completed, He became entitled to the 
“away from home” deduction. 


This will benefit taxpayers engaged in construction work 
and maybe some salesmen. 
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Merger of Tax Groups... 


Excise Tax Study... 
“Proposed” Regulations 


Washington Tax Talk 


The President 


The way was cleared for the consolidation 
of two of the nation’s leading citizen tax 
organizations on May 4, when President 
Eisenhower signed H. R. 4909, a bill au- 
thorizing the merger, as required under the 
laws of the District of Columbia. 


In the Congressional hopper since May 
11, 1955, the bill provided for the consolida- 
tion of the 49-year-old National Tax Asso- 
ciation and the 24-year-old Tax Institute, 
Inc. 


The bill provides that before the con- 
solidation can take place, the governing 
bodies of the two organizations must adopt 
an agreement for consolidation as provided 
by the Membership Corporations Law of 
the State of New York. Further, the con- 
solidation must be agreed to by a two-thirds 
vote of the membership of the National Tax 
Association, in person, or by proxy, at a 
special meeting called to consider the merger. 


The National Tax Association was organ- 
ized in 1907 under the leadership of Allen 
Ripley Foote, and its first convention was 
held in Columbus, Ohio in that year. In 
1930, the association was incorporated in 
the District of Columbia. The association, 
besides holding an annual conference, spon- 
sors regional and sectional forums and pub- 
lishes the quarterly National Tax Journal. 


The Tax Institute, Inc., was first formed 
in 1932 as the Tax Policy League, Inc. It 
later merged with the Tax Institute of the 
University of Pennsylvania and incorporated 
under the laws of New York. Its offices are 
located in Princeton, New Jersey. The in- 
stitute conducts an annual symposium on 
tax problems in addition to a number of 
panel discussions and round tables, proceed- 
ings of which are published. 


Consolidation of the two groups should 
eliminate much duplication and should pro- 
vide for more thorough studies of specific 


Washington Tax Talk 


topics. Membership is similar, being com- 
posed of educational institutions and govern- 
mental agencies and their employees, tax 
practitioners and others interested in taxa- 
tion and public finance. 


When the President signed the Bank 
Holding Company Act of 1956 (H. R. 6227), 
he expressed doubt that it would do the job 
it was supposed to do. 


The objectives, as listed by the President, 
are “(1) requiring bank holding companies 
to divest themselves of nonbanking assets 
and (2) preventing any lessening of com- 
petition in banking through the holding 
company device.” 


The bill, which became Public Law 511, 
is not the same bill that left the House last 
year. The Senate Finance Committee sub- 
stituted for its text that of S. 2577 as passed 
by the Senate in 1955. 


The President suggested that “various 
exemptions and other special provisions” 
contained in the new law be removed by 
Congress, so as to make it effective. 

Under new Code provisions added by the 
law, gain generally is not recognized to the 
distributing corporation unless it distributes 
LIFO inventories or unless the property it 
distributes is subject to a liability in excess 
of the adjusted basis. New rules have been 
provided to prevent recognition of gain to 
the shareholders of a bank holding company 
where the distribution is necessary or appro- 
priate to effectuate the policies of the act. 


Also signed by the President during the 
past month is H. R. 6712, which amends 
Section 1237 of the 1954 Code to permit 
corporations to treat as capital gain income 
received from the subdivision of property. 
Two tests must be met, however. No stock- 
holder in the corporation can be a real 
estate dealer; and the property must have 
been acquired in connection with foreclosure 
proceedings. The new act is Public Law 495. 
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The Congress 


The laborious job of re-examining the ex- 
cise tax structure is nearing completion by 
the House Ways and Means Committee. 
In the offing, should the study result in a 
bill introduced at this session, are broad 
changes in the scope of the excise taxes, 
renovations of the rates and changes in 
administrative and collection procedure. 

The initial study and report of the sub- 
committee on excise tax technical and ad- 
ministrative problems was completed in April. 
This is now being reviewed by the parent 
committee. Scrutiny is being given to ex- 
cises on manufacturers, retailers, admissions 
and club dues, transportation, communica- 
tion, documentary stamps, wagering and 
coin-operated machines. 

Recommendations of the subcommittee 
that have been tentatively adopted by the 
House Ways and Means Committee include 
limiting the taxation of electric direct motor- 
driven fans and air circulators to the house- 
hold type rather than, as at present, to the 
nonindustrial type; levying the tax on tires 
and inner tubes at the time they initially 
leave the manufacturing plant, or a ware- 
house within 20 miles of such plant, in the 
case of manufacturers making sales through 
their own wholesale or retail outlets; taxing 
tubeless tires at one cent a pound higher 
than regular tires, so as to preserve existing 
revenues from tires and tubes; and exempt- 
ing privately operated swimming pools, skating 
rinks and other places offering participation 
sports from the tax on admissions. 

House-Senate conferees have reached agree- 
ment on their differences over H. R. 7247. 
The bill amends the 1954 Code with respect 
to the treatment of gain in certain railroad 
reorganizations. The following agreements 
were reached: (1) The House accepted the 
Senate amendment which would extend for 
two years to December 31, 1957, the period 
within which income from discharge of in- 
debtedness of a railroad corporation will be 
excluded from gross income where the dis- 
charge is effected pursuant’to a court order 
in a receivership or a bankruptcy proceed- 
ing, and (2) the Senate receded from its 
amendments to the bill (mew Sections 5 
and 6) that would have amended Section 
723 of the 1939 Code to provide that in a 
recapitalization of a railroad corporation pur- 
suant to a receivership or bankruptcy pro- 
ceeding, the invested capital of the railroad 
corporation would be, at the election of the 
taxpayer, the same as if the railroad’s assets 
had been acquired in a tax-free reorganiza- 
tion under Section 760 of the 1939 Code. 
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Conference progress on H. R. 5265, the 
bill which would exempt certain foreign travel 
from the tax on transportation, has been 
slowed. Conferees have directed the staffs 
to make a further study of certain aspects 
of the bill and to submit their findings to 
the conferees in time for further considera- 
tion in this session of Congress. 


The new highway construction and reve- 
nue bill, H. R. 10660, is now before the 
Senate Finance Committee for consideration 
of its revenue-raising provisions. Passed by 
the House on April 27, the bill was sent 
first to the Senate Public Works Com- 
mittee. In that committee, the text of Title 
I, the appropriations section, was deleted. 
Substituted in its place was the text of 
S. 1048, which was passed by the Senate 
last year. Before insertion, the earlier bill 
was amended to extend from five to 13 years 
the authority for the interstate system and 
to increase to $25 billion the amount author- 
ized for the 13-year period. Title II, the 
revenue section, is practically the same as 
H. R. 9075, which was reported in this sec- 
tion in our April issue. The bill raises excise 
taxes on motor fuel, trucks, truck trailers, 
busses and tires, and, also, establishes a new 
tax on tread rubber and a highway use tax 
on trucks and busses. 


The bill that would extend to December 
31, 1958, the cutoff date for the completion 
of grain-storage facilities to qualify for rapid 
tax amortization (H. R. 9083) has been 
passed by the House. It is now before the 
Senate Finance Committee. 


The Senate passed H. R. 6143. The bill 
started out simply with the purpose of amend- 
ing the 1939 Code to provide capital gain 
treatment on sales of patents, but was tagged 
with substantive amendments while in the 
Senate Finance Committee. The House has 
sent the bill to conference. As noted on our 
cover, the additions would (1) amend the 
1939 Code so that corporate distributions of 
property would be dividends only to the 
extent of earnings and profits, (2) amend 
the 1954 Code so that farmers could treat 
sales of cattle because of drought as in- 
voluntary conversion, (3) amend both the 
1939 and 1954 Codes to exempt the transfer 
of poultry from farm to local processing 
plants from the tax on transportation of 
property, (4) amend the 1939 Code to limit 
to 30 per cent the surtax on certain paid 
claims under defense contracts, and (5) amend 
the 1954 Code to permit the amortization of 
the cost of trade-marks and trade names 
within a five-year period. 


(Continued on page 442) 
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Effect of Corporate Income Taxes 
on Corporate Earnings 


By JOHN C. CLENDENIN 


This article, inductive in nature, is based on data from 
the Internal Revenue Service publication Statistics of Income and from compilations 


by The First National City Bank of New York. 


These data, according to 


the author—professor of finance at the University of California School of 
Business Administration, at Los Angeles—show that the increases in income 
tax rates since 1929 have not significantly impaired 


aggregate corporate net earnings expressed as a percentage of aggregate 


net worth. 


But Professor Clendenin notes that these, his personal, findings 


may be modified by more complete data during the next few years. 


HE YEAR 1955 marks our fourth suc- 

cessive good business year without, on 
balance, any substantial inflationary or de- 
flationary trends. These years 1952-1955 
have been good profit years for cOrpora- 
tions, comparable in many respects to the 
profitable years 1926-1929, and reasonably 
like 1936-1937 and 1940. This comparison 
is important. It is now possible, perhaps 
for the first time, to make a statistical study 
of the effects of high corporation income 
tax rates on the earnings of American cor- 
porations, comparing prewar low-tax years 
with similar postwar high-tax years. 


Although matters of this kind cannot be 
conclusively demonstrated, the statistics 
presented in this article point to four sig- 
nificant conclusions. These are: (1) The 
average profit percentages earned by Ameri- 
can corporations on their stockholders’ net 


Corporate Income Taxes 


worths in the years 1952-1955 are approxi- 
mately the same as those earned in 1926- 
1929 and in 1936-1937 and in 1940, despite 
the fact that federal income tax rates have 
been raised from 12% per cent to 52 per 
cent during this period. Evidently the tax 
increases are being passed on to the firms’ 
customers in selling prices (or, infrequently, 
to their suppliers and employees). (2) The 
evidence suggests that corporations in most 
industries are able to do this, and that 
medium-size and smaller firms do it almost 
as well as the larger ones. The tax there- 
fore has the economic effect of a sales tax 
applied at heterogeneous rates in different 
industries. (3) Since corporate income taxes 
amount to only 5 per cent to 10 per cent 
of the final selling prices of typical prod- 
ucts, their effects on prices are seemingly 
not great enough to cause consumers to 
shift their purchases extensively from one 
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product to another, or from corporate to 
noncorporate suppliers. (4) Since the evi- 
dence suggests that both increases and de- 
creases in the tax have been passed along 
in selling prices without creating any major 
distortions in sales volume, it would seem 
sensible to concede that the tax as now 
constituted does not impair corporate wel- 
fare or inhibit growth, though it might if 
greatly increased or supplemented with an 
excess profits tax. 

These are indeed startling conclusions. 
Coming at a time when many competent 
tax men believe that corporate welfare 
demands sharp tax reductions and when 
powerful professional and industrial groups 
are advocating income tax limitation by 
constitutional amendment,? such ideas re- 
quire documentation and defense. That is 
the purpose of this article. 


Taxes and Earnings 


Perhaps the most satisfactory place to 
begin a statistical study of corporate taxes 
and earnings is with the data compiled by 
The First National City Bank of New York. 


For nearly 30 years this bank has compiled 
the reported net profits of hundreds of large 
corporations (3,400 were included in 1955 
and 1,520 as early as 1930) and has reported 
the total earnings, by industries, as percent- 
ages of corporate net worth.? The bank is 
careful to note that its figures are not com- 
plete and do not include all of the same 
corporations throughout, but the large num- 
ber of corporations included indicates that 
the figures must be adequately representa- 
tive of large concerns at least. 


Table I presents averages (compiled by 
the author, not by the bank) of selected 
series from the First National City data for 
four comparable profit periods. These aver- 
ages clearly indicate that high federal 
income taxes have not eroded corporate earn- 
ings. They show that manufacturing cor- 
porations actually earned a greater percentage 
on net worth in 1952-1955, after paying 
taxes at 1952-1955 rates, than they did in 
1928-1929 after an effective tax of 13.3 per 
cent. In fact, the 1952-1955 high-tax period 
is the most profitable of the four periods 
shown, for manufacturing corporations. Cor- 


TABLE |—Average Ratios of Net Profits to Net Worth in Selected 
Good Years—Large Corporations in Selected Industries * 


All Manufacturing 
Miscellaneous Food 
All Food 
Tobacco a 
Tires and Rubber .. 
Paper 
Chemicals 
Petroleum 
Iron and Steel 
Agricultural Implements 
Machinery ay 
Electrical Equipment . 
Autos and Trucks 

All Trade . se ote eine ieee 
Nonfood Chains 
Department Stores 
Wholesalers 


Effective Tax Rate, Manufacturing °. . 


Effective Tax Rate, Trade” 


1928-1929 1936-1937 


12.6% 
25.6% 


1940 
10.3% 
10.9% 

7.6% 
13.7% 

9.0% 

9.6% 
13.1% 

5.4% 

8.5% 

8.5% 
14.6% 
15.5% 
16.8% 
10.5% 
12.1% 

7.9% 

6.9% 
29.1% 
26.8% 


1952-1955 
13.1% 
11.1% 

9.1% 
10.3% 
13.6% 
12.6% 
14.8% 
14.3% 
11.3% 

8.7% 
12.6% 
14.1% 
21.3% 
10.3% 

9.5% 

9.6% 

8.6% 
56.2% 
50.7% 


10.6% 
10.9% 
7.7% 
12.8% 
8.1% 
5.8% 
15.0% 
8.9% 
5.8% 
12.6% 
13.1% 
13.3% 
21.5% 
11.9% 
16.0% 
6.1% 
7.5% 
16.8% 
19.0% 


12.2% 
16.6% 
12.3% 
13.7% 

2.3% 
10.0% 
17.6% 
10.3% 

9.1% 
12.7% 


16.7% 


14.0% 
21.2% 
10.6% 
7.0% 
13.3% 
12.6% 


* Data adapted from First National City Bank compilations. 
» Ratios of federal income taxes paid to compiled net income, Statistics of 


Income, 


Compiled net income includes capital gains and dividends received 


less deductions on a federal tax basis less the net losses of unprofitable 


corporations. 


© 1952 only. Later years not yet available. 


see A Tax Program for 
(National Association of 


1On these points, 
Economic Growth 
Manufacturers, 1955), and R. B. Dresser, ‘‘The 
Reed-Dirksen Amendment,’’ 40 American Bar 
Association Journal 1051 (December, 1954). 
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2The bank's data appear annually in the 
April issue of its Monthly Letter on Business 
and Economic Conditions. A long-term sum- 
mary table is provided in the 1956 edition of 
the Economic Almanac. 
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porations engaged in wholesale and retail 
trade earned considerably less in the later 
period—10.3 per cent as against about 14 
per cent in 1928-1929—but some weight 
must be given to the fact that First National 
City’s list of large “trade” corporations in 
1928-1929 included the burgeoning and 
phenomenally profitable chain-store move- 
ment, which has now settled down to a 
mature status of vigorous competition and 
more modest profits. Other industries in- 
cluded in Table I show divergent trends, 
whose causes (in whole or part) are well 
known. The reduced 1952-1955 profits of 
the tobacco companies, the agricultural- 
implement companies and the variety store 
(nonfood) chains are rooted in well-known 
sales and cost problems. The renascence of 
tire and rubber profits and the improvement 
in paper likewise spring from well-under- 
stood causes. Other industries represented 
in the First National City data but not 
reproduced here show divergent results, as 
might be expected. 


Over-all, then, the First National City 


compilations leave the impression that cor- 
porate earnings have changed quite freely 
in response to competitive and other in- 
dustrial phenomena, but that the important 
corporate income tax increases, equal in 
percentage amount to about 45 per cent 


of the earnings margin retained after taxes 
in 1928-1929, have not actually made serious 
inroads on aggregate corporate net earning 
power. This impression has great signifi- 
cance when related to the fact that most 
interest rates, which are presumably basic 
indicators of the earning power of invested 
capital, have declined sharply during this 
period. 

The impression that earning power is not 
seriously impaired by income taxes cannot 
be demonstrated in detail, industry by in- 
dustry. The available data show both fluc- 
tuations and secular change in the profits 
of various industries, and it is definitely 
possible that certain industries with heavy 
sunk capital and elastic demands might 
earn more if the corporate income taxes 
were lower. This is often said to be true 
of the railroads, for example. But the 
secular decline of railroad earning power 
cannot be blamed exclusively on the cor- 


porate income tax; demand has changed, 
costs have changed, and effective competi- 


* The Internal Revenue Service data on ‘‘all 
manufacturing’ and ‘‘all trade’’ have seemed 
most suitable for Chart I, since they are broadly 
inclusive yet exclude financial corporations, rail- 
roads, regulated utilities, extractive industries, 
and certain others, whose financial statements 
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tion by tarpaying nonrailroad competitors 
has appeared, since 1926-1929. In fact, as 
was previously noted, most major changes 
in industry profit margins seem to be asso- 
ciated with changes in market demands, 
industry growth, maturity of the industry, 
development of competition, public regula- 
tion, labor and cost problems, and the like. 
Changes in corporate earning power occur 
constantly, yet there are few instances in 
which income tax increases seem to have 
more than temporary effect, and none in 
which an industry’s earnings sustain a 
secular shrinkage proportionate to the tax 
increases. All of this is circumstantial, of 
course; but it emphasizes the fact that the 
real evidence of tax shifting or nonshifting 
must be found in multi-industry aggregates. 

A second source of data bearing on the 
problem is found in the monumental Statis- 
tics of Income published by the Internal 
Revenue Service. The Service has published 
aggregates of corporate-income statement 
data classified by industries for the period 
1926-1952. Corresponding balance-sheet data 
are available for 1931-1952, and the data 
are classified by size of firm for 1931-1952. 
The income statements available to the Service 
are those compiled pursuant to tax rules, 
and hence may not agree fully with the 
corporations’ own reports, but the differ- 
ences in the aggregates do not appear to be 
marked. Since the Service does not provide 
balance-sheet data for 1926-1930 and has 
not released its 1953-1955 figures, estimates 
of these critical figures have been made by 
the author, using as guides the First Na- 
tional City data, the Department of Com- 
merce national-income data, various figures 
on new securities marketings, and certain 
other data on earnings and dividends. The 
results are shown in Chart I* on page 394. 

The most definite implication of Chart I 
is that the large increases in income tax 
levy since 1939 have been paid out of in- 
creases in the percentage of pretax profit 
and have not occasioned any important 
reduction in the corporations’ posttax profit 
percentages. This corroborates the similar 
implications of the First National City 
Bank data previously discussed. Like the 
bank data, the Service figures indicate that 
profits in wholesale and retail trade were 
somewhat better in 1926-1929 than in 1952- 


1955, but the 1955 figures compare reason- 


or operating circumstances are not ‘‘typical.’’ 
Grand-aggregate data covering nearly all Amer- 
ican corporations produce ratios generally 
similar to the ‘‘all manufacturing” figures of 
Chart I. The manufacturing figures represent 
about half of the total. 
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CHART I 


CORPORATE PROFIT MARGINS AS PERCENTAGES OF 
CORPORATE NET WORTH 1926-1955 


: 


Portion taken by income taxes 
Post-tax net income 





A. All United States Manufacturing Corporations 


Data from Statistics of Income. Years 1926-1930 and 1953-1955 partly estimated. 


ably with the earlier period, and the 1926-1929 
trade profits were doubtless a little supra- 
normal anyway. 

A second noteworthy observation is that 
the major increases in the tax rates in 1940, 
1941, 1942, 1950 and 1951 were not associ- 
ated with declines in the companies’ posttax 
net nor were the rate reductions (excess 
profits tax included) of 1946 and 1954 obvi- 
ous causes of increases in posttax net. It 
is clear that a change in income tax rates 
would produce a change in posttax net if 
no changes in selling prices, unit costs or 
business volume occurred, but these latter 
changes do occur, and Chart I suggests that 
they speedily and completely overshadow 
and absorb the effect of most tax rate 
changes. One exception should be noted: 
The extremely high tax rates (including 
excess profits tax) imposed on industrials 
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in 1943-1945 and in 1951, coupled with price 
controls, created a burden which effectively 
limited profits. It seems probable that in- 
come taxes amounting to 70 per cent or 
more of pretax profit margins might be 
difficult to offset in increased prices or 
cost reductions; but the only clear-cut his- 
torical instances of aggregate profits impair- 
ment by high taxes are in cases in which 
selling prices were held down by law. 

It therefore seems reasonable to infer 
that under normally prosperous free market 
conditions and existing demand patterns 
(which must be significantly inelastic in 
many lines), most corporate competitors are 
able to price their products and gauge their 
outputs at levels which permit a “normal” 
or “accustomed” or “fair” profit after taxes. 
Clearly, such pricing conditions would per- 
mit the normal constant fluctuation of costs 
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and selling prices to absorb changes in 
taxes with little lapse of time. Perhaps this 
could occur only in a growing economy in 
which sales volumes tend persistently to 


rise, but it at least seems to happen here. 


The very wide profit margins of 1946- 


1948 and 1950 require some comment at 
this point. These are years in which mer- 
chandise scarcities made very large profits 
possible. They are also years in which in- 
flation of inventory values and subnormal 
depreciation charges based on prewar 
costs provided “profits” which in an eco- 
nomic sense did not exist. In the author’s 
opinion, these years provide figures which 
are too treacherous to be useful here. How- 
ever, the 1952-1955 figures do not share 
these disabilities. At the risk of some repeti- 
tion, it should be emphasized that (1) the 
years 1952-1955 average out as very good 
years but not as years of all-out boom; 
(2) there is in these years no artificial 
augmentation of profits due to rising prices 
and consequent inventory windfalls; and 
(3) the remaining augmentation of 1952-1955 
profits due to low cost-basis depreciation 
of prewar fixed assets and the understate- 
ment of net worth resulting from low 
balance-sheet valuation of prewar fixed 
assets are partly or fully counterbalanced 
in these calculations by the large amounts 
of accelerated amortization included in 
1952-1955 corporate income statements. 


Profits as Percentage of Sales 
All available data indicate that posttax 
corporate profit margins as percentages of 


sales have declined substantially during the 
period 1926-1955. Pretax margins have, 
however, increased slightly. These facts 
could, of course, support the hypothesis 
that a rising tax burden has been shifted in 
part and that the balance of the tax increase 
remains as an impairment of corporate 
profit. 


This hypothesis may be rebutted by the 


following observations: First, the profit 
percentage on corporate net worth has not 
been impaired; it remains adequate as com- 
pensation for corporate capital and far out- 
weighs the ratio of profit to sales as a 
normal corporate objective. Second, the 
percentage of income on invested capital 
available in bonds, savings accounts, and 
many other investment outlets has declined 
since 1926; it would be a competitive 
anomaly if profit margins on corporate net 
worth rose as a result of a stable per- 
centage of profit on sales, under such con- 
ditions. 


Corporate Income Taxes 


What has in fact happened is that corpo- 
rate sales since 1926 have increased more 
than net worth because (1) greater turn- 
over efficiency has made possible a greater 
ratio of sales to assets, (2) an increased 
use of subcontracting and parts suppliers 
has resulted in a still further increase in 
the ratio of sales to assets and (3) the ratio 
of assets to net worth is as great today as 
in 1926-1929 and greater than it was in 1940. 

In seeking to price their products at a 
level which compensates their investors 
adequately, corporate managements have 
apparently sought to recover their costs, 
their rising tax bills, and a “fair” return 
on net worth. This has required a pretax 
profit margin on sales higher than that pre- 
vailing in 1926-1929, but a posttax one 
somewhat below that of 1926-1929. Since 
most competitors were similarly motivated 
and similarly taxed, the noted results were 
inevitable in the prosperous years 1952-1955. 

For what the figures may be worth, Table 
II presents data on corporate pretax and 
posttax profit margins on gross receipts 
for significant years, along with certain 


TABLE ll—Average Ratios of Posttax Net 
Profit to Gross Receipts and of Gross 
Receipts to Nef Worth in Selected Years 


1926- 1936- 1952- 
1929 1937 1954 
Net Profit to 
Gross Receipts 
Large Manufac- 
Peres: . ck s. 
All Manufac- 
turers ° 
Large Trade Cor- 
porations * 
All Trade 
poratiofs ” 
Large Chemical 
Manufacturers * 


Large Machinery 
Manufacturers * 

Large Food Manu- 
facturers * 


Large Depart- 
ment Stores * 


1940 


7.5% 


5.7% 5.3% 


d 4.2% 
Cor- 


18% 1.7% 


13.7% 
10.1% 


6.1% 


2.9% 
Gross Receipts to 
Net Worth 
All Manufac- 
turers” ...... 146% 
All Trade Cor- 


porations” ... 370% 


* Adapted from First 
compilations. 

>» Adapted and partly estimated from Statistics 
of Income. 


146% 150% 227% 


390% 


National 


383% 486% 
City Bank 
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turnover data. As in Chart I, some of the 
data are estimates. 


Large and Small Corporations 


In any consideration of corporate tax 
policy it is inevitable that the question be 
raised of whether present tax laws impede 
the development of small and new corpora- 
tions. It would, of course, seem obvious 
that corporate income taxes are no barrier 
to the new and not yet profitable corpora- 
tion, for it pays no tax until it earns a 
profit. Likewise, the very small corpora- 
tion, whose 30 per cent tax rate is less 
burdensome ihan its owners’ personal top 
brackets, and which therefore becomes a 
tax haven, is surely little impeded. Yet it 
is possible that small and medium-size cor- 
porations, competing with better-financed 
and better-known products on a price basis, 
may find that price increases by themselves 
and their competitors, occasioned by tax 
increases, and amounting to 1, 2 or 5 per 
cent, may turn their customers to their 
competitors. Even more likely, a small 
corporation with a great opportunity may 
find that its vital source of expansion 
capital, its own earnings, is depleted by 
taxes. A high schedule of corporation in- 
come tax rates or a chatige from low to 
high rates may therefore reasonably be 
tested to determine whether it is relatively 
detrimental to small corporations. 


The available statistical data are incon- 
clusive on this point. The Internal Revenue 
Service statistics segregating large and 
small corporations are at present available 
only through 1952, whereas the only really 
trustworthy postwar data are those for 1952 
and subsequent years. The First National 
City Bank figures cover major corporations 
only. It would be possible to do a major inde- 
pendent empirical study of tax burdens and 
profit margins in large and small corporations 
for 1926-1955, but it would be a task of con- 
siderable magnitude, and the present study 
has not attempted it. Consequently, the 
available statistics are chiefly those pro- 
vided by Internal Revenue Service tabula- 
tions between 1931 and 1952, which do not 
provide completely dependable comparisons. 
Chart II] compares the tax burdens and 
posttax profits of corporations over and 
under $10 million in total assets, for selected 
years in this period. 


Chart II indicates that both large and 
small corporations succeeded in widening 
their post-1940 profit margins to absorb 
increased tax burdens, and that the 1952 
posttax profits for each group compare rea- 
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sonably with pre-1941 levels. However, 
the large corporations were, relatively, a 
little better off than the small ones in the 
years 1948-1952. This tendency probably 
persists in the years 1953-1955, but proof is 
lacking, and proof that the seeming relative 
weakness of small concern; is due to taxes 
rather than to other cosg and competitive 
factors is totally lacking. in any event, the 
bulk of the income tax increases has been 
shifted to others by both large and small 
corporations, and the fragmentary evidence 
now available does not justify even a tenta- 
tive conclusion that smaller corporations 
would be relatively more profitable if ail 
corporate income taxes were greatly reduced. 


Quantitative Importance 
of Corporate Income Tax 


In 1954 the corporate income tax pro- 
duced about $17 billion in federal and state 
revenues. This is approximately 4.7 per 
cent of the gross national product, 5.7 per 
cent of the national income and over 50 
per cent of pretax corporate net income. 
These tax figures are large, yet there may 
still be reason to question whether they 
are so large that the burden cannot be 
shifted to others by the taxpaying cor- 
porations. 


For round-number calculations—and after 
allowing for low-rate brackets, state taxes 
and various deductions—it may be assumed 
that federal corporate income tax rates 
absorb about half of 1954-1955 pretax net 
income. This is equivalent to saying that 
federal corporate income taxes are about 
equal to posttax net income. On this basis 
the First National City Bank figures sug- 
gest that 1954 income taxes on large cor- 
porations averaged 5.9 per cent of gross 
revenues in manufacturing industries, 2.5 
per cent in wholesale and retail trade, 6.7 
per cent in transportation, 12.6 per cent in 
public utilities, 8.9 per cent in chemical 
manufacturing, 5.5 per cent in machinery 
manufacturing, and 3.7 per cent in packaged- 
food manufacturing. 

The foregoing figures, however, are not 
accurate measures of the amount of corpo- 
rate income tax to be paid from the sales 
revenue of the taxpaying firms. Every 
corporation buys supplies, partly finished 
goods, capital equipment, utility and trans- 
portation services, and the like, and a goodly 
fraction of these purchases come from 
corporate suppliers and must contain an 
element of income tax in their prices. A 
hasty glance at 1954 annual reports indi- 
cates that such “purchases” of goods and 
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CHART Il 


PROFIT MARGINS OF LARGE AND SMALL MANUFACTURERS 
AS PERCENTAGES OF NET WORTH, SELECTED YEARS 


Portion taken by income taxes 
Post-tax net income 


A. Large Corporations 
PER CENT (assets over $10 million) 





B. Smaller Corporations 
{assets under $10 million) 








Data from Statistics of Income. 





Corporate Income Taxes 





services equaled 28 per cent of gross receipts 
for Pacific Gas and Electric Company; 68 
per cent for California Packing Corpora- 
tion; 74 per cent for Montgomery Ward; 
28 per cent for Southern Pacific; 43 per cent 
for United States Steel; and 58 per cent 
for Allis-Chalmers Manufacturing. The 
gross incomes of corporations must there- 
fore contain far more “corporate income tax 
money” than the subject corporations will 
pay directly. But there is still another 
confusing factor in the consumer price-tax 
cost relationship. Many corporate products 
are marketed by corporate and noncorporate 
distributors at final prices well above the 
corporate makers’ sales prices. Thus, there 
may be additional corporate taxes inserted 
in the distribution process, but there is cer- 
tain to be an addition to the final selling 
price which will reduce the percentage im- 
pact of the original producer’s taxes on the 
consumer’s final price. Out of this sta- 
tistical confusion only guesses can be made. 
The author’s guess is that 5 to 10 per cent 
of the final price of a “typical” corporate 
product represents corporate income taxes, 
but that some products pay as little as 1 
per cent and some as much as 15 per cent. 

It is difficult to believe that the gradual 
addition of 5 to 10 per cent to the costs of 
leading competitors would not result in 
price increases to maintain profit margins. 
Most leading competitors and their sup- 
pliers operate profitably, and most of the 
output capacity in every line would thus 
be subject to the tax. Price leadership in 
our day seems to rest with the large and the 
strong. Marginal operators are not quanti- 
tatively strong competitors; in most cases they 
would welcome price increases in order to 
cover costs and earn a profit, and hence would 
be quite unlikely to resist price increases. 
Furthermore, the marginal firms are quite 
likely not to be extensively integrated, and 
their suppliers would impose portions of the 
cost advances on them via their own price 
increases. Thus logic seems to indicate 
that the tax-shifting implications of Chart I 
are normal under today’s competitive con- 
ditions.* 


That price reductions (or absorption of 
other changing costs) would follow from a 
substantial reduction of today’s corporate 
income taxes seems equally probable. The 
sharp decline in 1954 pretax profit margins 
when tax rates declined is clearly apparent 
in Chart I; the frequently cited “use” of 


*For a concise review of modern thinking on 
this point, see L. H. Kimmel, Taxes and Eco- 
nomic Incentives (1950), Ch. 2. 
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the 1946 tax reductions to absorb mounting 
costs clearly illustrates the industrial point 
of view; and it would be the most normal 
kind of competitive action for heavily taxed 
corporations to compete in price reductions 
if corporate income tax relief afforded an 
opportunity to do so without sacrifice of 
normal earnings objectives. 


Thus far, this discussion has dealt with 
an “average” tax burden of 5 to 10 per cent 
of gross receipts. However, no corporate 
tax adjustment in the foreseeable future 
contemplates total elimination of the tax. 
The much-discussed reduction of the basic 
rate from 52 per cent to 47 per cent would 
only mean a reduction of 0.5 to 1 per cent in 
corporate selling prices if applied to that 
end, or an increase of about 10 per cent 
in corporate profits if entirely retained by 
the firms. A return to the 38 per cent tax 
rate of 1949, which is presently unthinkable, 
would amount to about three times as tnuch. 
Sums of this magnitude could easily be 
obscured in the constant earnings and price 
fluctuations ascribable to changes in general 
price levels, business conditions, labor costs, 
new products, competitive moves, and the 
like. It is only possible in this connection 
to repeat the observations made earlier— 
namely, thaf (1) no great declines in post- 
tax corporate earnings appeared as a result 
of a long series of tax-rate increases be- 
tween 1929 and 1951 and (2) no observable 
tendency for year-to-year posttax earnings 
changes to be inversely correlated with tax- 
rate changes can be found. Small changes 
in corporate tax rates have thus had little 
effect on posttax profits in the past. They 
probably will have little effect in the future. 


Some Side Issues 


Previously, mention was made of the fact 
that posttax corporate profits as a per- 
centage of gross receipts are smaller now 
than in prewar low-tax years, but that pre- 
tax profits are larger. In the 1926-1929 
period, for example, pretax profit margins 
in manufacturing averaged about 6.5 per 
cent of gross receipts; in 1952-1954, the 
figure was about 7.6 per cent. In view of 
the indications that competition would re- 
duce this pretax profit margin if corporate 
income taxes were reduced, it appears that 
the existing safety margin between the 


average corporation and operating losses 
is partly creditable to the high corporate 


(Continued on page 418) 
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The National Debt 
and Excise Taxes 


By BENJAMIN M. PARKER 


The author's views on excise taxes represent the official position of the 


National Retail Dry Goods Association. 


He outlines the history of such levies, 


but does not attempt to argue subjectively the need for repealing 


retailers’ excise taxes. 


This is a summary of his remarks at a 


panel discussion on “Should Taxes Be Reduced in '56?"’ which was held by the 
National Industrial Conference Board in New York City earlier this year. 


AXES REPRESENT a price which we 

should be willing to pay for the enjoy- 
ment of the fruits of our civilization. Since 
the type of civilization which each of us 
cherishes is inextricably tied into our social 
and economic objectives, the relative merits 
and wisdom of the various forms of taxation 
become, in practice, highly controversial. 
The imposition of any system of taxation 
therefore becomes a political problem. Ros- 
well Magill, while serving as Under Secre- 
tary of the Treasury in the Coolidge 
Administration, very correctly stated that 
our taxation policies should be shaped “to 
serve the same governmental or economic 
ends that our other national policies do.” 


Those who wield the political power-have, 
historically, nearly always sought to enact 
a tax program in harmony with their re- 
spective conceptions of the desirable public 
policy. The Federalists, prior to Jefferson’s 


election to the Presidency, had enacted an 
elaborate system of excises. The Federalists, 
the party of the landed gentry, sought to 
avoid any direct tax on land. This tax 
system created much resentment among the 
masses. A member of Congress as early 
as 1790 stated that the time will come “when 
the poor man will not be able to wash his 
shirt without paying a tax.” This utterance 
was prophetic. The Excise Tax Reduction 
Act of 1954 did make permanent a manu- 
facturers’ excise tax on washing machines, 
which, in 1941, had been enacted as a war 


and emergency measure. With a change in 
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social and economic objectives, the Jeff- 
erson Administration abolished nearly all 
of the Federalist system of taxes, and Jeff- 
erson, it appears, became prominent as an 
early advocate of a soak-the-rich policy. 

The taxing power is associated with 
political power. It has historically become a 
political instrumentality which, in practice, 
frequently seeks and does accomplish ob- 
jectives not limited merely to the raising of 
revenue. These nonrevenue and nonfiscal 
objectives in a taxing system seek to impose 
moral philosophies, seek to reform human 
beings, seek to control industries, and seek 
otherwise to regulate industries and spend- 
ing habits of the taxpayer, pursuant to the 
prevailing economic and social objectives. 

The progressive income and estate taxes 
which are predicated upon a policy of the 
distribution of wealth and income have 
brought about a bloodless revolution in our 


country. The percentage depletion provi- 
sions in our income tax laws have sub- 
sidized industries and, according to Dean 
Griswold of the Harvard Law School, are 
“nothing more than a special subsidy.” 
The excise tax is notoriously and fre- 
quently associated with the attainment of 
nonfiscal objectives. The excise tax on 
gambling and the sale of firearms seeks to 
suppress crime. The excise tax on cotton 
futures was enacted primarily with the in- 
tention of deterring “speculation and gam- 
bling.” The excise taxes on alcoholic liquors, 
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tobacco and narcotics seek to restrict the 
consumption of harmful commodities. The 
excise tax on white phosphorous matches 
was imposed because their manufacture was 
associated with an occupational disease 
known as “phossy jaw.” The late unla- 
mented excise tax on oleomargarine was 
imposed in 1886. It was not repealed until 
1950. It sought to protect the dairy industry. 
The excise taxes on adulterated butter and 
filled cheese continue, in part, to protect 
the dairy industry. The tariff results in 
deliberate patronage for specifically singled- 
out industries. The manufacturers’ excise 
tax and the retailers’ excise tax seek to 
thwart particular industries and economic 
groups. 

Excise taxes, historically, have been en- 
acted as temporary and emergency meas- 
ures, whenever our country found itself in 
some financial crisis created by a war or a 
depression. Such was the case immediately 
after the Civil War, during the Spanish 
American War, World War I, the depres- 
sion of 1932, World War II and the mili- 
tary action in Korea. 

The excise tax imposed on commodities 
and transactions is not a very sophisticated 
form of taxation. It shifts the burden of the 
tax, eventually, to the consumer. It singles 
out and burdens specific industries. In 
practice, it results in a form of preferential 
taxation which tends to encourage political 
logrolling. In legislative committees, excise 
tax impositions are hard fought and time 
consuming. The choice of the commodity 
or the transaction which is to be subjected 
to an excise tax is often a political com- 
promise. It is usually devoid of any neu- 
trality or equity. 

Until the recent passage of the Excise 
Tax Reduction Act of 1954, these temporary, 
emergency, defense and war excise taxes 
were, after some political maneuvering, re- 
pealed. The World War I excise tax pro- 
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visions of the acts of 1914, 1917 and 1918 
were, in the main, repealed by 1926. The 
depression excise tax provisions of the 
Revenue Act of 1932 were, in the main, 
repealed by 1938. The World War II excise 
tax provisions of the acts of 1941, 1942 and 
1943 have not yet been repealed. Instead, 
the Excise Tax Act of 1947, enacted when 
both Houses were Republican, amended the 
War Excise Tax Act by expressly eliminat- 
ing the then existing automatic termination 
date—namely, six months after termination 
of hostilities. 


Five years after the cessation of the hos- 
tilities of World War II, the Congress, in 
1950, did undertake to reduce the excise 
taxes, for the reasons set forth in a message 
to the Congress by the President, dated 
January 23, 1950, in which he had stated: 
“The excise taxes are still at substantially 
their war time levels. Some are depressing 
certain lines of business. Some burden con- 
sumption and fall with particular weight 
on low income groups. Still others add to 
the cost of living by increasing business 
costs.” 

The House, in 1950, did thereafter pass a 
bill which provided for reductions in excise 
taxes, among others, on transportation of 
property, transportation of persons, tele- 
phone and telegraph communications, the 
retailers’ tax on jewelry, toilet preparations, 
luggage and furs, admissions and cabarets, 
and for reductions of many of the manu- 
facturers’ excise taxes. Thereafter the mili- 
tary action in Korea was begun, and the 
Senate, in the tradition of imposing excise 
taxes during war periods, not only continued 
the war excise taxes, but also broadened 
both the manufacturers’ excise tax and the 
retailers’ excise tax. The Senate did, how- 
ever, acknowledge the need of overhauling 
the excise tax structure during peacetime. 

The Revenue Act of 1950 was enacted 
on September 28, 1950, and a few months 
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later, as a result of the emergency created 
by the Korean conflict, a new corporate 
excess profits tax was enacted on January 
31, 1951. The Congress, in the Revenue 
Act of 1951, continued the excise taxes for 
a temporary period in order to help finance 
the Korean conflict. 


The Congress, notwithstanding a vitriolic 
minority report by all Democratic members 
of the House Ways and Means Committee, 
did enact the Excise Tax Reduction Act 
of 1954. Contrary to the historical prece- 
dents in the field of excise taxes, this Con- 
gress made permanent the theretofore 
temporary manufacturers’ and retailers’ ex- 
cise tax. It is true that by such act the 
Congress did reduce the manufacturers’ and 
retailers’ excise tax rates, but, as pointed 
up in the minority report which had ac- 
companied the bill—subsequently enacted 
as the “Excise Tax Reduction Act of 1954” 
—the net effect of such bill, nothwithstanding 
its title, “amounts to an increase in excise 
taxes of $165 million.” Such minority report 
states that “A more appropriate title would 
be ‘A Bill to increase Excise Taxes’.” 

The action of the Congress which enacted 
the Excise Tax Reduction Act of 1954 
appears to have been predicated upon the 
philosophy that it is wise to enlarge the 
scope of excise taxes and to transfer part 
of the income tax and estate tax burden 
to the excise tax. Such philosophy, of course, 
is in harmony with, and finds support in, 
the acts of the Congress in 1932, which, as 
a result of the depression, had enacted into 
law the most inclusive manufacturers’ ex- 
cise tax in our history. It imposed excises 
upon commodities as diverse as automobiles, 
tires, toilet preparations, furs, jewelry, radio 
receiving sets, mechanicial refrigerators, 
sporting goods, firearms, cameras, matches, 
candy, chewing gum, soft drinks, electrical 
energy and gasoline. It even extended the 
excise tax to safety deposit boxes and bank 
checks. 


The House Ways and Means Committee 
report that had accompanied the bill, which 
was enacted as the Revenue Act of 1932, 
expressly rejected the arguments that im- 
position of such excises “imposes a burden 
upon the purchaser of necessities” and “im- 


poses a burden upon the poor man and 
violates the principle of taxation in accord- 
ance with ability to pay.” The Congress 
in 1932, during the depression, needed money. 
It chose to raise the money primarily through 
the imposition of the excise tax and rejected 
the social and economic consequences flow- 
ing from such tax. It had estimated that 
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these excise taxes would yield an additional 
$823 million and acknowledged that its 
modifications of the income tax would yield 
only $112 million from individuals and $21 
million from corporations. These Congress- 
men, as stated in their report, were of the 
opinion that the increase in revenue from 
these excise taxes, instead of from income 
taxes, would be accomplished with “little 
protest,” “little annoyance” and “little dis- 
turbance to business.” The Congressmen 
were in error. The depression continued 
and business certainly was disturbed. More- 
over, the turnover of Congressmen in the 
election of 1932 was very great. 


The actions of Congress in 1932 and in 
1954 are of course in harmony with those 
historical and traditional economic and 
social objectives which emphasize the need 
for reducing and keeping low the income 
tax—a policy comprehensively expressed by 
the late Secretary of the Treasury, Andrew 
Mellon, in a letter dated November 10, 1923, 
addressed to Congressman Green of Iowa, 
the then chairman of the House Ways 
and Means Committee. It was the position 
of Secretary Mellon that high income 
taxes tend (1) “to destroy individual in- 
itiative and enterprise,” (2) to “seriously 
impede the development of productive busi- 
ness,” (3) “to restrain taxpayers from em- 
barking upon new enterprises in the face 
of taxes that will take 50 percent or more 
of any return that may be realized,” (4) 
“to induce taxpayers to withdraw their capi- 
tal from productive business,” (5) to pre- 
vent taxpayers from investing “in American 
railroads or industries” and (6) “to discour- 
age men of wealth from taking risks which 
are incidental to the development of new 
business”; and they otherwise prevent the 
establishment of “industry and trade on a 
healthier basis throughout the country.” 


In opposition to the public policy thus 
enunciated by Secretary Mellon, there is the 
public policy of the opposition which is 
intensely interested in the economic fate 
of the citizens of the lower-income groups. 
Its public policy dictates that taxes must 
not overburden the consuming public with 
low incomes, by decreasing the purchasing 
power of this economic group. It does not 
favor excise taxes or any indirect or hidden 
tax on the consumer, in the absence of any 
emergency. 


The manufacturers’ excise tax and the 
retailers’ excise tax do decrease the purchas- 
ing power of the consumer. According to 
government statistics, about 75 per cent of 
the taxpayers who file income tax returns 
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earn less than $5,000 a year. About 20 
per cent of the taxpayers earn between 
$5,000 and $10,000. It is these 95 per cent of 
the taxpayers which form the backbone of 
retailing. To this high proportion of the 
consuming public should be added the mil- 
lions of persons whose primary sustenance 
is made possible through social security 
benefits, unemployment compensation bene- 
fits and other tax-exempt benefits. Hence, 
commodity excise taxes, which do result 
in the reduction of the purchasing power 
of these consumers, is deleterious to the 
retailing industry. 

The promised diminution or arresting of 
the corporate tax rate or the existing 
progressive income tax rate, when and if the 
tax burden is shifted to consumers by the 
imposition of excise taxes, is, in my opinion, 
without any merit. At least, in my own 
state, such thinking has been proven to be 
false. A few years ago in Georgia we im- 
posed a most severe and all-inclusive 3 
per cent sales tax. We were promised by 


economists and politicians that the sales 
tax was a tax to end all taxes. More money 
was raised by such state sales taxes alone 
than had theretofore been raised by all 
other forms of state taxation combined. 
Did Georgia thereafter reduce the state 
income taxes? No. In the middle of last 
year—within a few months after our present 
governor had taken office—he called a spe- 
cial session of the legislature, not to reduce 
income taxes, but to increase income taxes. 
The legislature complied with the governor’s 
request and increased both corporate and in- 
dividual state income taxes. And who was 
primarily affected by such tax increases? 
It was the corporate taxpayer and the high- 
income taxpayer who was allegedly suffering 
under our progressive income taxation. This 
special session of the legislature decreed 
that federal income taxes would not, begin- 
ning with 1956, be deductible from gross 
income in calculating the taxpayers’ state 
income tax. [The End] 


APRIL 15 TAX RETURN DEADLINE UNFAIR TO TAXMEN 


Baggy-eyed accountants surely rate 
a chance for recuperation after filing 
the last return in time to meet the 
April 15 deadline. But in some cases 
they don’t get it, because immedi- 
ately they are plunged into other mat- 
ters, such as figuring payrolis. A 
plaintive plea for a return to the 
March 15 deadline, so that her daddy 
could have a vacation-break, was writ- 
ten recently by a Milwaukee 14-year- 
old to Congressman Henry S. Reuss. 
The letter was published in the ap- 
pendix of the April 23 Congressional 
Record. We quote excerpts from it. 

“Lately mom and I have been dis- 
cussing my father and the Govern- 
ment. . . Dad is an accountant. 
Lately I have thought a lot about 
taxes. I suppose everybody comes 
in contact with them, whether it be 
through paying them or by jokes and 
cartoons about them. Then there are 
the kids of lawyers and accountants 
who know tax season as a time when 
dad or dad and mom (as in my case) 
work 7 days and 6 nights a week. 
Always, however, there was a time 
when it would end, usually March 15. 

“Then about 2 years ago an an- 
nouncement was made. Now us kids 
of lawyers and accountants must wait 
another month before we can see 
and get acquainted with our parents. 
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“I’m not kidding when I say ‘get 
acquainted’ with them. I hardly know 
my father because he is gone nearly 
all the time. When he does come 
home, what do I see? I see a man 
with bags under his eyes that would 
have rivaled Fred Allen’s. His face 
is lined with worry and fatigue. He’s 
beat. The first thing he does when 
he gets home is go upstairs to sleep 
before supper. Then he takes his 
stomach medicine (so he doesn’t get 
ulcers), and all during supper he talks 
of tax returns. After supper (every 
night except Sunday)mom would go to 
the office with him until 12 midnight, 
leaving me to take care of the house. 

“Now that the date was moved up, 
dad has no time to relax because 
after the season ends everybody’s 
payroll must be figured. After that 
is through something else comes up. 
He doesn’t get a chance for a vaca- 
tion until late June or July, some- 
times not even until August or 
September. (Before the change dad 
took a vacation right after March 
15.) I’m terribly worried that this 
sort of schedule is going to ruin his 
health, both mentally and physically. 

“You’ve probably guessed what I 
have been leading up to: ‘Couldn’t 
you do something to change the date 
back to March 15?” 
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The Status 


of Preferred Stock Bail-Outs 


By DON V. HARRIS, Jr. 


Code Section 306, permitting tax-free receipt of preferred-type dividend 
stock but removing the capital classification on the proceeds from 

any disposition or redemption, represents a 

long-needed statutory approach to the stock-dividends problem, according 


to this writer. 


Although there has not been too much 


experience as yet in the application of this section, he points out 
what the probable course of development will be 
and he indicates areas where use of Section 306 stock may still be desirable. 


Ts proper tax treatment of stock 
dividends and stock received in tax-free 
reorganizations has been a subject of dis- 
pute and litigation since passage of the 
Sixteenth Amendment. Commentators and 
administrators, and even the courts, have 
never succeeded in reaching complete agree- 
ment as to the proper tax status in these 
cases.” 


With the advent of steeply graduated 
income taxes, the use of stock dividends 
assumed importance as a possible means 
of minimizing tax liabilities. The situation 
might be illustrated by a simple case of a 
family corporation, the business of which 
grew and expanded during the period of 
World War II and thereafter. With sub- 
stantial earnings, payments of large divi- 
dends would probably be necessary to 
avoid the penalty surtaxes for unreasonable 
accumulations.” The payment of ordinary 
dividends on the existing stock would 
give rise to ordinary income in the hands 
of the stockholders, which would be taxable 
in the top surtax brackets. 

It was suggested that these problems 
might be minimized by the use of pre- 
ferred stock dividends. Thus, in our ex- 





ample, an issue of preferred stock could 
be created, having a stated par value, 
with voluntary and involuntary liquidation 
preferences, subject to call at stated times 
or at the option of the corporation, and 
possibly containing sinking-fund provisions. 
Such stock, in the total par amount equal 
to the accumulated earnings and profits 
of the corporation, could be issued as a 
stock dividend pro rata to the holders of 
common stock, which we have assumed was 
the only issue of stock previously out- 
standing. The recipients would take the 
position that no tax liability was incurred 
upon the receipt of the preferred stock 
dividend The provisions for the alloca- 
tion of basis and tacking of holding periods 
would then be applied.* The recipient 
stockholders would sell all of the preferred 
stock to an insurance company or other 
purchaser, possibly in pursuance of a pre- 
vious commitment or understanding, and 
claim that the gain on the sale constituted 
long-term capital gain taxable at the maxi- 
mum rate of 25 per cent.’ Subsequently, 
the preferred shares would be redeemed 
from the purchaser. 

Such a transaction, if successful, would 
in effect result in putting all the accumu- 





1 The history of legislation and judicial de- 
cision is well summarized by Judge Tietjens in 
C. P. Chamberlin, CCH Dec. 18,935, 18 TC 164, 
174, footnote 5 (1952). 

21939 Code Sec. 102; 1954 Code Secs. 531-537. 
Cf. case cited at footnote 1, at pp. 170-171. 
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3Cf. Strassburger v. Commissioner, 43-1 ustc 
{| 9363, 318 U. S. 604 (1943). 

#1939 Code Secs. 113(a)(19), 117(h). 

51939 Code Sec. 117(c); 1954 Code Sec. 1201. 
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lated earnings and profits into the hands 
of the stockholders, subject only to the 
capital gains tax, and would leave the 
stockholders with complete interest and 
control in the operating company since 
they would continue to hold all the common 
stock. 

It is not the purpose here to debate 
whether the Internal Revenue Code should 
contain such logical inconsistencies as to 
permit this result in some cases.* At least, 
the policies of the Treasury were directed 
toward avoiding this result which was so 
unfavorable to the collection of taxes. 


However, the Treasury Department was 
faced with a number of difficulties in at- 
tempting to change the result in these 
“bail out” situations. The decisions uf the 
Supreme Court holding these various types 
of stock dividends not to be taxable, at 
least under the applicable statute, made it 
difficult for the Treasury to take the posi- 
tion that the issuance of the dividend it- 
self could be taxable. At the same time, 
once the preferred shares were in the hands 
of the stockholder, they would become 
endowed with all of the sacrosanct at- 
tributes of a capital asset and the Treasury 
would have few grounds for trying to as- 
sert that the general provisions covering 
gain on the sale of capital assets should 
not be applicable. 


The solution of the Treasury was to 
adopt the policy, set out more fully in the 


See Darrell, ‘‘Recent Developments in Non- 
taxable Reorganizations and Stock Dividends,"’ 
61 Harvard Law Review 958, 974-977 (1948). 

* Darrell, work cited at footnote 6; De Wind, 


“Preferred Stock ‘Bail-Outs’ and the Income 
Tax,’ 62 Harvard Law Review 1126 (1949). 

* For example: (1) Not all transactions are 
carried out pursuant to advance rulings and 
closing agreements. (2) The policy could only 
put a premium on ability to wait or to show 
changed circumstances. (3) When should earn- 
ings and profits be measured? (4) How can 
shares be traced through donees and other 
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papers of two eminent commentators," that 
no rulings or closing agreements favorable 
to the taxpayer would be issued without 
a representation that there were no com- 
mitments to sell or redeem and no present 
intention to sell or redeem the dividend 
preferred shares. The basis of this ap- 
proach was never fully spelled out in any 
published rulings by the Treasury; but 
it probably was felt that, in any case where 
there was such a commitment or intention, 
the several steps could be considered as a 
single transaction, and the Treasury would 
be justified in considering that the cash 
itself had been distributed directly to the 
stockholders by the corporation. This approach 
was admittedly imperfect and logically in- 
complete,* but with the lack of express 
legislation it appeared about as far as the 
Treasury could go in its administration of 
the Code. Through 1953, the Treasury con- 
sistently required these representations be- 
fore issuing rulings or entering into closing 
agreements. 

The Treasury also applied its policy in 
questioning some transactions upon. the 
audits of returns. The lack of success here 
is reflected in the now notorious case of 
Chamberlin v. Commissioner, 53-2  ustc 
7 9576, 207 F. (2d) 462 (CA-6), reversing 
and remanding CCH Dec. 18,935, 18 TC 
164 (1952), cert. den., 347 U. S. 918 (1953). 
It is unnecessary to spell out the facts in 
the Chamberlin case in this text, since it 
involved the classic bail-out situation.’ 


transferees? (5) What happens to basis, both 
from transactions between distribution and sale, 
and upon disposition? Many of these problems 
and others were never fully worked out. 

® The company was closely held. Chamberlin 
and his wife (before Sec. 318, 1954 Code) owned 
83.8 per cent of the only class of stock. Surplus 
on June 30, 1946, was $1,267,566.77 and, on the 
same date, cash and cash equivalents were 
$1,272,354.56, out of total assets of $2,488,836.53. 
Officers of the company were concerned about 
possible penalty surtaxes if dividends were not 
paid. Mr. Chamberlin did not want to receive 
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Legislative Approach 


The decision in the Chamberlin case gave 
the final boost to obtaining legislation on 
this subject. The version of the 1954 Code 
as reported originally by the House Ways 
and Means Committee contained detailed 
provisions on the subject in Section 309.” 
The essential theory of Section 309 was 
that a tax at the penalty rate of 85 per cent 
should be imposed upon the corporation at the 
time of a condemned transaction in pre- 
ferred-type dividend stock.“ This approach 
was loudly and widely criticized by com- 
mentators * and the Senate Finance Com- 
mittee adopted an altogether different 
approach to the question. This appears in 
Section 306 of H. R. 8300 as reported by 
the Senate Finance Committee * and, with 
minor changes, this became Section 306 
of the Internal Revenue Code of 1954. 


The approach of Section 306 is to permit 
the tax-free receipt of preferred-type divi- 
dend stock, but to remove the capital 


classification on the proceeds from any dis- 
position or redemption. 


Section 306(a)(1) provides that, upon a 
sale of Section 306 stock, the entire amount 
realized shall be treated as noncapital gain 
to the extent of the ratable share of earn- 
ings and profits at the date of issuance. 
If the amount realized is less than the al- 


locable earnings and profits, the entire 


(Footnote 9 continued) 
the earnings as dividends because of his high 
surtax bracket. 

A representative of the stockholders (and the 
company?) negotiated terms of a sale of pre- 
ferred stock to two insurance companies. 

On December 26, 1946, the company’s articles 
of incorporation were amended to provide for 
an issue of preferred stock. This preferred was 
at $100 par, bearing a 4% per cent cumulative 
dividend. Usual provisions covering defaults 
and usual provisions restricting distributions on 
junior issues were included. The shares were 
callable on any quarterly dividend date, and 
were required to be retired at a premium at 
stated rates ending May 1, 1954. 

On December 28, 1946, a pro-rata preferred 
stock dividend of 8,020 shares, of a total par 
value of $802,000 (the limit set by the insurance 
companies), was declared. On December 30, 
1946, 8,000 shares (one stockholder did not sell) 
were sold to two insurance companies at par 
plus accrued dividends. The first two manda- 
tory retirements were made, and presumably 
the remaining preferred shares were subse- 
quently redeemed. 

7” H. R. 8300, 83d Cong., 2d Sess. (1954), Sec. 
309. See H. Rept. 1337, 83d Cong., 2d Sess. 
(1954), pp. 36, A91-A94. 

1 Then ‘‘nonparticipating stock.’’ 

122In particular, the outcries at the Practising 
Law Institute Forum in New York City on 
April 10, 1954, could be heard all the way to 
Washington. 
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amount is noncapital gain.“ If the amount 
realized exceeds -the allocable earnings and 
profits, the excess is first applied to the 
basis of the preferred share to the extent 
thereof, and any further excess is treated 
as gain from the sale of a capital or non- 
capital asset, whichever the shares would 
have been classified in the absence of Sec- 


tion 306. 


In the case of a redemption of Section 
306 stock, Section 306(a)(2) provides that 


the amount realized is treated as a dividend 
to the extent of earnings and profits at the 
time of redemption. 


“Section 306 Stock’’ Defined 


Section 306(c) states that it is a definition 
of “Section 306 stock.” There are three 
subsections which appear to contain me- 
chanical rules for the determination whether 
stock is Section 306 stock. The first of these 
definitions is: 

“Stock (other than common stock issued 
with respect to common stock) which was 
distributed to the shareholder selling or 
otherwise disposing of such stock if, by rea- 
son of section 305(a),"*! any part of such 
distribution was not includible in the gross 
income of the shareholder.” 


The second definition includes stock other 
than common stock which is received tax 


free in a reorganization or a spin-off, “but 


4S. Rept. 1622 (Calendar No. 1635). 

“The regulations solve the disappearing- 
basis problem by providing that the basis orig- 
inally allocated to the preferred shall, in this 
case, be added back to the basis of the common 
stock on which the preferred stock was re- 
ceived (Reg. Sec. 1.306-1(b)(2), Fxamples (2) 
and (3)). 

%% Sec. 305(a) provides: 

“General Rule.—Except as provided in sub- 
section (b), gross income does not include the 
amount of any distribution made by a corpora- 
tion to its shareholders, with respect to the 
stock of such corporation, in its stock or in 
rights to acquire its stock.’’ 

Section 305(b) provides two exceptions: 

“Distributions in Lieu of Money.—Subsection 
(a) shall not apply to a distribution by a cor- 
poration of its stock (or rights to acquire its 
stock), and the distribution shall be treated as 
a distribution of property to which section 301 
applies— 

“(1) to the extent that the distribution is 
made in discharge of preference dividends for 
the taxable year of the corporation in which 
the distribution is made or for the preceding 
taxable year; or 

“*(2) if the distribution is, at the election of 
any of the shareholders (whether exercised be- 
fore or after the declaration thereof), payable 
either— 

“(A) in its stock (or in rights to acquire its 
stock), or 

**(B) in property.” 
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only to the extent that either the effect of 
the transaction was substantially the same 
as the receipt of a stock dividend, or the 
stock was received in exchange for section 
306 stock.” 

The third definition includes as Section 
306 stock any stock the basis of which 


is determined by reference to the basis of 
Section 306 stock. 


Some parts of this definition will be easy 
to apply. If stock which is clearly not 
common stock is issued as a dividend on 
stock which clearly is common stock, there 
should be no problem in treating the new 
stock as Section 306 stock. However, Sec- 
tion 306 leaves us with the same lack of 
definition of “common” stock which has 
been a problem in a number of other areas.” 
There is also the large undefined area 
which will come up in every reorganization 
as to whether all or any part of the new 
stock received is “substantially the same” 
as a preferred stock dividend. 

Before suggesting what might be con- 
sidered as appropriate elements of Section 
306 stock, it would be well to analyze what 
happens in the simple case of a dividend of 
preferred stock on common stock when 
only common stock is outstanding. This 
will assume an ordinary case, and not one 
of the innumerable unusual variations which 
can occur. First, existing accumulated earn- 
ings and profits are segregated from the 
surplus account applicable to the common 
stock and capitalized under the new pre- 
ferred stock. This segregation is created 
by a “free” transfer from the common 
stock. Then, preference is created in the 
preferred stock upon voluntary or involun- 
tary liquidation. Possibly the preferred 
stock will contain sinking-fund provisions, 
call provisions, restrictions on dividends 
and other distributions on junior issues, 
and various privileges in the event of de- 
faults or failure to meet other conditions. 
There is also the creation of a preferred 
call on future earnings for preferred divi- 
dends. Finally, the common stock retains 
the full benefit and control of the future 
of the business, both as to profit and loss, 
except for the usually insignificant effect 
of the preferred dividend or a premium 
on call of the preferred stock. 

The primary “bail out” feature in this 
case is that the earnings and profits pre- 
viously applicable to the common are segre- 
gated and made applicable to the preferred 





1% See, for example, American Bar Association, 
Section of Taxation, 1955 Program and Com- 
mittee Reports, etc., p. 36. 
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stock, both for purposes of liquidation and 
call and for purposes of a cushion against 
any future losses. This segregation from 
the common and diminution of the under- 
lying value of the common stock is ac- 
complished only as an incident of the 


ownership of common stock. 


Basically, then, the philosophy of Sec- 
tion 306 should be that it applies in those 
cases where there is a “horizontal” split and 
segregation of existing accumulated earnings 
and profits. If the “cream” which is taken 
off the top as a result of this horizontal 
split is then incorporated into a preferred- 
type stock, resulting in a “free” shift from 
the previously existing class to the new 
class, then the new stock when distributed 
tax free is Section 306 stock. When there 
is only a “vertical” split, the best example 
of which is a split-up of existing common 
stock, there is no insulation for the new 
stock, and this new stock is not Section 


306 stock. 


Possibly another way to state this phi- 
losophy, and also a suggested test in the 
case of the endless number of variations 
which may be made in stock terms and 
conditions, is to start from the bottom of 
the stock-preference ladder and determine 
whether any change has been made in the 
order in which a particular share or class 
of shares (or the assets or surplus and 
capital underlying these shares) will bear 
losses from operations and losses upon a 
liquidation. Thus, before a preferred stock 
dividend, when there is only common out- 
standing, any losses from operation would 
first be charged to the surplus which is 
all allocable to all the common shares and 
then to the capital of the common shares. 
After the issuance of the preferred stock 
dividends, any losses are first charged to 
the remaining surplus which is allocable 
to the common, then to the capital of the 
common, and then to the capital of the 
preferred shares. It is this created in- 
sulation for part of the earnings that 
permits the severance of existing earnings 
and profits and the retention of all future 
benefits and burdens of the corporation. 


Any consideration of voting rights in the 
preferred stock is irrelevant to the pur- 
pose of Section 306. Voting in itself is not 
an economic consideration.” The bail-out 
aspect is the segregation of existing earn- 
ings and profits with a retention of the 
economic future of the business, and not 


iv Cf. Helvering v. Sprouse, 43-1 ustc { 9363, 
318 U. S. 604. 
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Section 306, says the author, has 
deficiencies in that the attempt to 
state arbitrary nonsubjective 

rules does not permit a number of 
distinctions based upon the suggested 


philosophy of the section. 
There are also deficiencies in the 
lack of definitions of some terms. 


necessarily the retention of voting control 
of the business. Even if the preferred 
stock were to be made voting stock, the 
bail-out situation would still be present. 
In addition, voting in the preferred stock 
would probably be at a much reduced rate 
per dollar since, in the ordinary case, each 
share of preferred stock will represent a 
great many more dollars of capital than 
will each share of common stock. 


The dividend preference itself is not the 
type of feature relating to existing ac- 
cumulated earnings and profits so as to be 
a Section 306 feature. In fact, the dividend 
preference is contrary to the general bail- 
out aspects because the preference is a 
call on future, and not present, earnings 
and because these future earnings will be 
paid out as ordinary dividends in discharge 
of the dividend preference. This problem 
could arise in a number of ways which 
might be illustrated by these two examples: 


Where there is only a single issue of 
common stock outstanding, it would be 
possible to issue dividends in another series 
of common stock which would contain a 
noncumulative dividend preference although 
being equal to the original common in all 
other respects. Or the terms of an exist- 
ing non-Section 306 preferred stock might 
be amended to increase the dividend prefer- 
ence. In neither case is there any segre- 
gation of existing accumulated earnings 


% The Internal Revenue Service has issued 
favorable private rulings in the case of non- 
cumulative dividend preferences in common 
stock. The author does not know of any rulings 
on amendments of preferred dividend prefer- 
ences. The statement on this latter point in the 
text is necessarily subject to reservation for 
some extreme case. 

In the actual case, this latter corporation 
had a small issue of preferred stock, the rights 
of which were discharged by new preferred. 
The remaining new preferred was distributed 
on common. As to those recipients who had 
held both preferred and common, an allocable 
part of each preferred share constitutes Sec. 306 
stock. See Reg. Sec. 1.306-3(c). 

2” Possibly, in some cases such preferred stock 
will be exempted under the Commissioner's dis- 
cretion. (After this paper was prepared, the 
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and profits, and these changes in them- 
selves should not be considered as result- 
ing in Section 306 stock.* 


Although there has not been too much 
experience yet in the application of this 
section, a few specific examples might il- 


lustrate the probable course of development : 


In one case it was proposed that two 
corporations should be combined into a 
new corporation by means of the transfer 
of substantially all assets in return for 
stock, followed by liquidation of the trans- 
ferors. The parties agreed that each trans- 
feror should receive 50 per cent of the 
common stock of the new corporation and 
that the difference between the net book 
value at the date of the reorganization of 
the larger corporation and the smaller 
corporation should be reflected by preferred 
stock of the new corporation. Thus, one 
transferor received solely common stock 
and the other transferor received an equal 
amount of common stock plus an adjusting 
amount of preferred. On the liquidation 
of the latter transferor corporation and the 
distribution of this new preferred stock and 
common stock ratably to its stockholders, 
the preferred stock constituted Section 306 
stock.” 


A similar case—but possibly a question- 
able variation—concerns the acquisition 
by a large, publicly held corporation of all 
of the stock or of substantially all the 
assets of a far smaller corporation, in 
return for some common stock and some 
voting preferred stock. Particularly when 
the total value of the stock received by the 
former stockholders of the small corpo- 
ration represents only 1 per cent or 2 per 
cent of the value of the stock of the 
acquiring corporation, it is difficult to see a 
bail-out situation requiring that the pre- 
ferred stock received should be Section 


306 stock.” 


Service issued Rev. Rul. 56-116, I. R. B. 1956-13, 
6; CCH Standard Federal Tax Reports (1956 
Ed.) { 6319, indicating an exemption policy in 
such cases of publicly held corporations. In this 
ruling, the emerging corporation issued common 
and preferred to the common stockholders of the 
submerging corporation. The two corporations 
were previously unrelated. The new common 
issued was less than 20 per cent of the emerging 
corporation's common thereafter outstanding. 
A business purpose was found for the issuance 
of preferred, and there was no purpose to 
redeem the preferred except as required by 
sinking-fund provisions. Although the preferred 
was ‘‘Section 306 stock,’’ the ruling held that 
nonredemption dispositions should not be taxed 
as provided in Section 306 ‘‘unless such disposi- 
tion is in anticipation of a redemption after 
the issuance of the stock.’’) 
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Various forms of convertible stock have 
created difficult problems. Section 306(e) 
(1) states that if Section 306 stock is sub- 
sequently downgraded to common stock, 
without regard to whether there was a con- 
version privilege in the Section 306 stock, 
the common stock received is not Section 
306 stock. Section 306(e)(2) states that 
common stock which contains a privilege of 
conversion into “stock other than common 
stock” is not “common stock.” The first 
of these two rules assumes that a preferred 
stock is necessarily Section 306 stock even 
though it contains the feature permitting 
conversion into common stock. The second 
rule does not specifically state that common 
stock which may be converted up is Section 
306 stock, but the provision is being so 
applied by the Internal Revenue Service. 


The theoretical difficulty in both cases is 
that, if the conversion privilege is solely 
in the holder of the stock, the recipient 
of such a convertible stock dividend is not 
really bailed out by a sale. This is true 
whether it is a privilege to convert pre- 
ferred stock down to common or a privilege 
to convert common stock up to preferred. 
Thus, in a case where there is only common 
stock outstanding, if a preferred stock divi- 
dend is issued and the preferred stock is 
convertible at any time into common stock 
at the option of the holder, a purchaser of 
the preferred would actually have a com- 
plete interest in the future of the corpo- 
ration and the seller would not have 
succeeded in removing accumulated earnings 
and profits and yet retaining the entire 
future of the business. The purchaser of 
the preferred stock could hold it as pre- 
ferred stock or, if the business of the 
company were successful, he could con- 
vert into common, diluting the interest of 
the former common shareholder and shar- 
ing in the increased value of the company. 
In the case of a common stock which is 
convertible up, the holder can retain the 
common stock and enjoy the benefits of 
increased value, but if the future results 
in losses he can convert and obtain a pre- 
ferred position. 


It is difficult to say in these cases that 
the stock is Section 306 stock at the time 


* The possible objections listed would not 
apply if the conversion feature is exercisable 
by the corporation alone or only with consent 
of the corporation or, possibly, if the corpora- 
tion has its own separate rights to convert. The 
latter situation does, however, contain a timing 
risk for the original stockholder. 

2 In cases of large, publicly held corporations, 
the Service has exempted preferred rights which 
contain no unusual features. 
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of issuance, or even at the time of sale by 
the original receipient. There would, how- 
ever, be great administrative difficulties in 
making the characterization of Section 306 
stock turn on any events subsequent to 
issuance. Thus, it might be argued that in 
the case of common stock which is con- 
vertible up to preferred, the stock should 
be Section 306 stock only if actually con- 
verted by either the original holder or a 
subsequent purchaser. This, however, might 
require going back many years from the 
year of conversion to the year of sale by 
the original recipient, which would be a 
great administrative burden and would also 
meet difficulties with the statute of limita- 
tion. On preferred stock which is con- 
vertible down, it might be argued that it 
should be Section 306 stock only if it is 
ultimately redeemed without having been 
converted down, or if the conversion feature 
should be allowed to expire. This approach 
would also be subject to the same adminis- 
trative and legal difficulties. 


As a result, convertible stock of both 
kinds is treated as Section 306 stock, if in 
the case of the preferred it would be Section 
306 stock without the conversion feature 
and if in the case of common stock there 
is a privilege of conversion up.” 


Under Section 306(d), stock rights, and 
the part of a share received upon the exer- 
cise of such rights, are treated as being 
stock of the same class. Thus, the tax-free 
issuance on common stock of rights to buy 
preferred stock would customarily result 
in the rights being Section 306 stock.” 


Some Remaining Uses 
of Preferred Stock Dividends 


Even with the restricted rules of Section 
306 there are still a number of areas in 
which the use of Section 306 stock may be 
desirable. 


Probably, in most reorganizations or re- 
capitalizations of the Dean™ and Hartzel™ 
type, the preferred stock will be Section 306 
stock. In most cases this will probably 
not make much difference because the older 
stockholders may hold the preferred stock 
until their deaths * or there may be com- 


23 Marjorie N. Dean, CCH Dec. 16,206, 10 TC 
19 (1948), acq., 1949-1 CB 1. 

*% Elmer W. Hartzel, CCH Dec. 
BTA 492 (1939), acq., 1939-2 CB 16. 

2 When it ceases to be Sec. 306 stock. See 
S. Rept. 1622, 83d Cong., 2d Sess. (1954), 
p. 245. 
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It is quite likely that for many years 
this section will be a trap for the 
unwary because Section 306 stock can 
arguably arise in almost any 
tax-free transaction involving stock 
of a corporation, Mr. Harris warns. 


plete redemptions or dispositions of the 
preferred stock under some of the excep- 
tions.” Probably, too, the Service in the 
administration of Section 306 will deter- 
mine that the exchanges and possibly sub- 
sequent dispositions as in the Dean and 
Hartzel cases are not to be subject to 
Section 306 under the authority of Section 
306(b) (4). 

There is also the possible use of an issue 
of Section 306 stock for making gifts to 
charity. A disposition by gift is not a 
transaction resulting in the realization of 
any amount in respect of Section 306 
stock.” The stock will remain Section 306 
stock in the hands of the donee, but this 
is not of particular concern to a qualified 
charity. The donor will be able to deduct 
the value of the stock on his federal income 
tax return, and the corporate earnings can 
subsequently be distributed in redemption 
of the stock from charity. Although this 
type of transaction still has some aspects 
of the bail-out situation, the problem is 
not with the bail-out, but results from the 
long-established policy of permitting income 
tax deductions of the value of property 
given to charity without the recognition 
of gain.” 

Even though a preferred stock dividend 
might be Secticn 306 stock, it can still be of 
great value in estate planning. An issue of 
such preferred might be distributed for the 
purposes of subsequently having the stock 
redeemed to pay estate taxes in accordance 
with Section 303. This might be particularly 
advantageous, for example, in a company 
which has several families of stockholders 
who wish to maintain their equal interests 
in the common stock. The issue of Sec- 
tion 306 stock might also be used to reduce 


% See 1954 Code Sec. 306(b); S. Rept. 1622, 
pp. 243-244; Reg. Sec. 1.306-2. 

Cf. Reg. Sec. 1.306-3(e). 

3 See L. O. 1118, II-2 CB 148 (1923). 

The Sec. 306 stock should not get into the 
problems of growing crops, etc.. The stock is 
still a capital asset, even though for some pur- 
poses the proceeds of sale or redemption are 
taxed in a special way. 

2 See footnote 25. 

% See Zenz v. Quinlivan, 54-2 ustc { 9445, 213 
F. (2d) 914 (CA-6); Rev. Rul. 54-458, 1954-2 
CB 167. 
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the value of the common stock, which com- 
mon stock can then be given to the selected 
donees. The preferred stock could be re- 
tained not only for the payment of estate 
taxes, but also for transmission by be- 
quests, at which point it would cease being 
Section 306 stock.” 


Section 306 stock also has some possible 
uses to reduce the value of common stock 
for sale, to be followed by a redemption of 
the preferred stock.” The entire proceeds 
from both the sale and redemption should, 
in this type of case, be treated as capital 
gain.” 


Possibly, the effects of Section 306 may 
be avoided from the time of organization 
of a corporation, Thus, it might be possible 
at the time of organization to create an 
issue of preferred stock with a low par 
value and with a high liquidation prefer- 
ence and call price. Preferred stock issued 
upon the organization of a corporation is 
not Section 306 stock unless the organiza- 
tion is part of a tax-free reorganization 
where earnings and profits are allocated to 
the new company. Quite possibly, this type 
of preferred stock is not within the bail-out 
problem because the realization is entirely 
at the risk of future earnings. There would 
be difficulty also, under the statute, of ques- 
tioning any sale of the preferred stock after 
the redemption privilege had been covered 
by accumulated earnings. The statute does 
cover changes and amendments in terms 
and conditions, but this would be a term 
and condition which would be written into 
the preferred stock from the beginning.” 


Probably another means of avoiding the 
effects of Section 306 stock would be to 
have no dividends, but to sell the appro- 
priate fraction of the common stock to a 
purchaser who would understand that his 
common stock will be redeemed at an 
agreed price.” To avoid relying on under- 
standings it might be possible to issue a 
series of common stock identical in all 
respects to the original common stock ex- 
cept that it would be callable by the cor- 
poration at its stated book value at any time.™ 


% See S. Rept. 1622, p. 244. 

% Possibly there could be a ‘“‘thin incorpora- 
tion’’ type of attack on such preferred stock. 

%3 There would be problems if the corporation 
were a party to the agreement (or distributed 
appreciated property in the redemption), but 
it would seem difficult to attack if it is only a 
private stockholder agreement. 

* Such a type of ‘‘common” stock is valid 
in some states. A complete study of state laws 
has not been made. 
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Undoubtedly, ingenious practitioners will 
uncover many other means of possibly avoid- 
ing the provisions of Section 306 and still 
accomplish an effective bail-out for their 
clients. 


Conclusion 


Section 306 represents a long-needed 
statutory approach to the problem of stock 
dividends. It avoids the many problems of 
subjective tests which are becoming more 
and more common in the internal revenue 
laws, and it also largely avoids the vague 
judicial tests of substantial disproportions. 
The statute removes the premium which 
used to be placed upon the ability of the 
recipient of the preferred stock either to 
wait a respectable period of time or allege 
changes in circumstances. 


The statute has deficiencies in that the 
attempt to state arbitrary nonsubjective 


rules does not permit a number of distinc- 
tions based upon the suggested philosophy 
of the section. There are also deficiencies in 
the lack of definitions of some terms—which 
terms, it is recognized, will probably never 
be capable of final definition. Many points 
depend solely upon the attitude of the 
Treasury in administering the section, and 
in this respect the certainty and clarity 
sought in the 1954 Code have not been 
achieved.” 

It is quite likely that for many years this 
section will be a trap for the unwary be- 
cause Section 306 stock can arguably arise 
in almost any tax-free transaction involving 
stock of a corporation. Although we may 
now never achieve a judicial resolution of 
the many debates still pending after 
Griffiths and Sprouse-Strassburger, there will 
be many further opportunities for the judi- 
ciary to participate in the development of 
this new philosophy. [The End] 


STATES’ OUTGO EXCEEDS INCOME 


While state incomes are rising, so 
are state expenditures and, conse- 
quently, state debts. At the end of 
1955, total state debt ($11.2 billion) 


was almost equal to total state tax 


collections for that year ($11.6 billion), 
excluding unemployment taxes. 


Two recent publications bring the 
state fiscal picture into focus. One is 
the “Compendium of State Govern- 
ment Finance in 1955,” issued by the 
Bureau of the Census; the other is 
“State Tax Rates and Collections, 
1950 and 1955,” issued by The Tax 
Foundation. 

The Tax Foundation publication 
compares the rates and collections of 
the states for the two years 1950 and 
1955, giving a breakdown for the 
individual states. 

Comparing the two years, 1950 and 
1955, the booklet reports that total 
state tax collections were 46.1 per cent 
greater in 1955 than in 1950, rising 
from $7.9 billion to $11.6 billion. At 
the same time that collections were 
rising, however, so were expenditures ; 
and expenditures have managed to 
keep ahead of revenue in most states, 
thereby producing deficits. Dipping 
from almost $1 billion in 1950 to $166 
million in 1953, total state deficits 
have risen to $983 million in 1955, 


% H. Rept. 1337, p. 1; S. Rept. 1622, p. 1. 
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In a search for additional revenues, 
25 states authorized tax studies in 
1955. This was in addition to the 
passage by state legislatures of a 
record-breaking 3,000 tax law changes 


during the year. 


Six sources provided 77 per cent of 
all state tax collections in 1950 and 
1955, but there was some change in 
their relative importance. These six 
sources are general sales, motor fuel, 
income (both corporate and individual 
net), motor vehicle, alcoholic beverage 
and tobacco taxes. 

The Bureau of the Census publica- 
tion presents a complete tabulation of 
state finances in fiscal 1955. Tables 
on the state debt picture show the 
states favoring the issuing of non- 
guaranteed securities in their long- 
term debt financing. In 1955, of the 
total long-term debt incurred by the 
states ($2.1 billion), $1.5 billion was 
nonguaranteed. Of significance is the 
percentage change from 1954 to 1955. 
Nonguaranteed debts incurred by the 
states in 1955 were 41.6 per cent 
greater than in 1954, while long-term 
debts incurred with the full faith and 
credit of the states behind them in- 
creased only 2.7 per cent. 
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Tie-In Purchases— 
Resale 


Buyer's Loss on 


By DONALD J. HOLZMAN 


When a buyer is forced into a tie-in purchase, he naturally seeks the 

most favorable tax treatment of his loss on resale of 

the item which he hadn't wanted in the first place. Any of several 

methods of tax accounting might be adopted as accurately reflecting 

the circumstances of the transaction. However, many variables have tended to cloud 
the over-all ‘‘status of the law.’ Mr. Holzman analyzes the issues 

presented in Wesiern Wine & Liquor Company and Exposition 

Souvenir Corporation v. Commissioner. He suggests approaches to the 


problem, based on these and other cases. 


HEN DEALING with problems in 

taxation or economics in general or 
any other field encompassing a large area, 
it frequently becomes necessary to limit 
the. phase of discussion to as concise a 
form as is possible in order to make the 
materials meaningful and manageable and 
to attempt to avoid confusion. This is 
often extremely difficult because of the 
variety of ways in which seemingly unre- 
lated phases of broad topics can be found 
to overlap—if not in fact, by direct or indi- 
rect implication. In this connection it is 
often helpful to assume a simple fact situa- 
tion, as a basis for a discussion, from which 
implications can subsequently be drawn. 
Therefore, the present discussion, being 
concerned primarily with the buyer’s aspect 
of tie-in purchases, will proceed from the 
assumption of the following set of cir- 
cumstances: 

A taxpayer desires to purchase inventory 
asset I. Because of market conditions he 
is unable to obtain I without also pur- 
chasing C, an asset which would normally 
be considered a capital asset in his hands. 
He pays $100 for I, and $100 for C. The 
fair market value of C, however, is only $60. 
C may be called a “forced” or “tied in” 


asset. The taxpayer subsequently sells 


asset C at its fair market value of $60, and 
receives $150 for I. What methods of tax 
accounting might the taxpayer adopt as 
accurately reflecting these transactions? 

At first glance it might appear as though 
this were just a simple case involving two 
assets—one capital, the other noncapital. It 
would be expected to follow that ordinary 
income would be realized on the sale of 
asset I, the inventory item, and that a cap- 
ital loss would be sustained on the sale of 
the capital asset, C. The result would be 
a $50 ordinary gain and a $40 capital loss.’ 
However, it will be seen that other possi- 
bilities exist and, if acceptable, could result 
in a tax benefit to the taxpayer. 

It might be possible for the taxpayer to 
claim that the $40—that part of the amount 
paid for C which was above its fair market 
value—was actually part of the cost of I. 
This would mean that his computations 
would be based on asset I having a cost or 
basis to him of $140 and asset C’s basis 
being $60. Upon the subsequent sale, the 
taxpayer would realize only $10 ordinary 
income, having neither gain nor loss on the 
sale of C. This alternative will be referred 
to as “the allocation method.” The alloca- 
tion is here thought of as being made at the 
time of the original purchase. 





1 See 1954 Code Secs. 1001, 1012. 
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This does not exhaust the possibilities. 
The taxpayer might prefer still another 
approach. He might claim that C was not 
a capital asset in his hands and, therefore, 
that its subsequent sale did not produce a 
capital Instead he would claim the 
$40 difference between cost and selling price 
as an ordinary loss or as a business expense 
and take a deduction from gross income for 
the full amount.?, Ordinary income of $50 
would still be realized on the sale of I. 


loss. 


Another method, similar to the allocation 
method referred to above, would be to con- 
sider C as a noncapital asset and then, 
when C is sold and a $40 loss is sustained, 
add that amount to the $100 paid for I, 
considering it an addition to the cost of I. 
This would have the effect of giving I a 
cost basis of $140, so that a gain of only $10 
would be realized on its sale. 


The following discussion will deal with 
the merits of, and authority for, each of the 
above methods in which the taxpayer might 
account for his transaction. It will be seen 
that the presence, half-presence or absence 
of many variables has tended to place a 
cloudy frame around the over-all picture 
entitled “status of the law.” Indeed, the 
area is quite unsettled. Also, while certain 
approaches might be deemed preferable to 
others either in terms of personal taste, tax 
accounting, or both, the wisdom of attempt- 
ing to eliminate any of them as possibilities 
is seriously doubted. Each one may, as 
different fact situations arise, prove to be 
the most reliable from a view of logic and 
of accurately recording the essence of a 
given transaction. Therefore, the materials 
on the subject might best be considered with 
a view toward correlation as distinguished 
from an attempt to make everything fit into 
a “handy” rule of thumb. 





2See 1954 Code Secs. 62(4), 162(a), 165. 
* See 1954 Code Secs. 1211-1212. See also 1954 
Code Secs. 1201-1202. 
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The first possibility mentioned above 
(ordinary gain-capital loss) probably can be 
considered as, basically, the correct way to 
handle the transaction. Any other approach 
would probably have to be justified, while 
this one would most likely be presumed. 
Also, as one might expect, this method will 
generally prove to be the least desirable 
from the taxpayer’s point of view.’ Therefore, 
in order to use a different method, one will 
have to present a sound case—particularly 
if asset C is to be construed as a noncapital 
asset in the hands of the taxpayer. 


The first case to be considered will serve 
to illustrate how a taxpayer was able to 
have his situation treated in something 
other than an ordinary gain-capital 
manner. Falling into the last of the above- 
mentioned categories, Western Wine & 
Liquor Company‘ provides some of the basic 
ideas essential to the matter at hand. Whis- 
key was scarce during the early part of 
World War II because of restrictions 
placed on production by the government. 
The taxpayer, a corporate dealer in whole- 
sale liquor, was faced with the necessity of 
finding additional sources of whiskey in 
order to maintain its business. At that time 
the American Distilling Company was al- 
lowing its shareholders to purchase their 
proportionate shares of its bulk whiskey 
inventory at cost. Viewing this opportunity 
as a solution to its problem, the taxpayer 
purchased some of the American Distilling 
Company stock and proceeded to exercise 
its rights to acquire whiskey. After this 
was accomplished, the taxpayer sold the 
stock at a loss and, on its return for the 
taxable year, reported the amount of loss 
sustained as an additional cost of the whis- 
key purchased in exercising the rights. 


loss 


The Commissioner’s contention was that 
the purchase and sale of the stock and the 


*CCH Dec. 19,207, 18 TC 1090 (1952), 
dism'd, 205 F. (2d) 420 (CA-8, 1953). 


app. 
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acquisition and sale of the whiskey were 
separate transactions, “not to be treated as 
one.”* Therefore, he was of the opinion 
that the taxpayer had sustained a short-term 
capital loss on the stock transaction and 
that the whiskey’s basis was the amount 
paid for it alone. The court, in rejecting 
the view of the Commissioner, cited from 
Commissioner v. Ashland Oil & Refining 
Company * to sustain its decision to view the 
whole of the transaction as being an acqui- 
sition of property, the whiskey. The stock 
was considered as being not a capital asset 
but, rather, property held primarily for sale 
to customers in the ordinary course of busi- 
ness." It was then held proper to include 


the loss as part of the cost of the whiskey. 


Various factors mentioned in the opinion 
may be thought of as having contributed in 
part to this conclusion. It was clear that 
the court considered the taxpayer’s view as 
leading to the fair and equitable result. 
Further established was the fact that the 
taxpayer did not purchase the stock to hold 
as an investment, but did so merely to 
obtain the whiskey inventory in order to 
keep its business organization intact. It 
was pointed out that the stock was acquired 
incident to the conduct of the taxpayer’s 
business, held only long enough for acquisi- 
tion of the whiskey, and then sold to reduce 
the latter’s cost as much as possible. The 
findings of fact stated also that the value 
of the stock had not been investigated by 
the taxpayer before its purchase and that 
the taxpayer had made no investments in 
securities prior or subsequent to the pur- 
chases in issue. There was also an adequate 
amount of proof to indicate that the pay- 
ments made for the stock less the amount 
realized from its sale represented “in fact 
part of the cost of the whiskey acquired 
by taxpayer.” * 


Exposition Souvenir Corporation v. Com- 
missioner, a case distinguished in the Western 
Wine & Liquor Company opinion, might be 


5 P. 1096 of opinion. 

6 38-2 ustc 7 9580, 99 F. (2d) 588 (CCA-6). 

* See 1954 Code Sec. 1211(1). 

®* Western Wine & Liquor Company, cited at 
footnote 4, at p. 1097. It is interesting to note 
that Charlies A. Clark, CCH Dec. 19,143,,18 TC 
1952 (1952) was recalled by order. It now 
appears as Charles A. Clark, CCH Dec. 19,247, 
19 TC 48 (1952), app. dism’d (CA-9, 1953), 
having been amended to conform with Western 
Wine & Liquor Company, the two cases being 
considered ‘‘indistinguishable in fact or prin- 
ciple.’’ (Charles A, Clark, amended opinion, 
at p. 51.) 

* 47-2 ustc 79318, 163 F. (2d) 283 (CCA-2), 
aff'g CCH Dec. 14,651(M), 4 TCM 687 (1945). 

” Interest thereon was reported as income, 
and payments against principal where shown as 
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said to fall into the first of the categories 
mentioned above, in spite of the fact that 
it differs slightly from the hypothetical 
circumstances in that the I asset is repre- 
sented by a right to have a concession 
rather than an inventory asset. Both, how- 
ever, would produce ordinary income. The 
New York World’s Fair was financed by 
the sale of interest-bearing debentures. Con- 
cessions at the fair were awarded to those 
who agreed to purchase the largest amount 
of such debentures. The taxpayer pur- 
chased some debentures, and was awarded 
its desired concessions for the 1939 season. 
In order to have this renewed for the 1940 
season, it was necessary for the taxpayer to 
continue to hold the debentures until at 
least May, 1940. On its books and in its 
tax returns, the taxpayer treated the deben- 
tures as investments.” The debentures were 
sold by the taxpayer in April, 1941, when 
they were in default,” and a net loss was 
sustained on the transaction. 


A determination by the Tax Court that 
the debentures were not held for sale to 
customers in the ordinary course of busi- 
ness, but were capital assets resulting in a 
long-term capital loss, was sustained by the 
circuit court. The transaction was said to 
be an investment both in form and sub- 
stance in spite of the fact that it was moti- 
vated by a desire to acquire the concessions. 
Nor was it thought possible to divide the 
cost of the debentures “and say that part 
was paid for the debentures and part as 
a bonus for the concession contracts, since 
there was no evidence as to the market 
value of the debentures at the date of their 
purchase.” * 


One of the most recent cases in this same 
category is McGhee Upholstery Company, 
Inc™ In order to obtain springs for the 
manufacture of furniture in 1946, taxpayer 
was required to purchase stock of the sup- 
plier corporation. Approximately one year 


later the stock was sold back to the presi- 


reductions in the amount of the investment. 
The Tax Court also pointed out that the tax- 
payer did not expect a loss “‘in view of the 
successful operation of the Century of Progress 
at Chicago."’ (Pp. 688-689 of Tax Court opinion.) 

4 There was no evidence of any attempt to 
sell them before this time. However, the Tax 
Court findings of fact mentioned that the fair 
was not definitely closed until October, 1940. 
This suggests that the taxpayer might have re- 
tained the debentures until at least this date to 
be sure that they would not be needed to renew 
the concession should the fair have operated for 
an additional season. 

2 Exposition Sowvenir Corporation v. Com- 
missioner, circuit court opinion cited at foot- 
note 9, at p. 286. 

% CCH Dec. 20,060(M), 12 TCM 1455 (1953). 
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dent of the supplier corporation at a sub- 
stantial loss. The taxpayer had recorded 
the original transaction on its books in a 
separate account entitled “Securities.” The 
loss was subsequently transferred from that 
account to the cost of springs, and was 
deducted on its 1947 income tax returns as 
a cost of operating. The following ex- 
presses the opinion of the Tax Court: 

“The record is entirely too meager on 
which to conclude that the transaction that 
petitioner had with the Comfort Springs 
Corporation was other than what it pur- 
ported to be, the purchase and sale of 
shares of stock, and the loss that was suf- 
fered by petitioner must be treated as a 
long-term capital loss. Cf. Western Wine 
& Liquor Co., 18 T. C. 1090. Even if it had 
been concluded that the purchase of the 
shares was to be treated as a part of the 
cost of goods, it was a purchase in 1946 and 
not in 1947, and any attempt to treat the 
loss either as cost of goods purchased in 
1947 or an operating loss in that year would 
be clearly wrong.” * 


Hogg v. Allen™ is typical of the cases 
allowing a taxpayer, under the above hypo- 
thetical circumstances, to consider the loss 
as an ordinary and necessary business ex- 
pense. It arose prior to Western Wine & 
Liquor Company, but had a very similar fact 
situation. As a conclusion of law the opin- 
ion states that the taxpayer’s net outlay for 
the shares of American Distilling Company 
stock is “deductible in full upon its income 
tax returns n 1944, as an ordinary and nec- 
essary expense incurred in carrying on its 
trade and business under Section 23(a)(1) 
of the Internal Revenue Code.”™ In addi- 
tion, it was said to qualify as a loss under 
Section 23(e)(1) and to come within the 
exclusory clauses of Section 117(a)(1)." 


Another recent case follows this princi- 
ple.* It differs from the hypothetical one, 
however, in that there is no inventory asset 
like I but, rather, an ordinary-income-pro- 
ducing contract is the comparable item. 
Nevertheless, it is worthy of note, particu- 
larly since it sets Western Wine & Liquor 
Company up against the Exposition Souvenir 
case as a means of reaching a conclusion. 
In Bagley & Sewall Company™ the taxpayer 
contracted to manufacture paper-mill ma- 


4% P, 1456 of opinion. 
1552-1 ustc { 9314, 105 F. Supp. 12 (DC Ga., 
1952), app. dism’d (CA-5). 


% P, 21 of opinion. 
162(a). 

17 See 1954 Code Secs. 165(a), 1221. 

% Bagley and Sewall Company, CCH 
19,887, 20 TC 983 (1953). 

1%* Cited at footnote 18. 
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See also 1954 Code Sec. 


Dec. 


When considering the allocation 
method it will be seen to produce many 
problems which would tend to make 
impracticable any attempt 

to apply it as a general rule 

for all cases. In 

limited areas, however, particularly 
when all the assets involved are 
capital in nature, it would appear 
to be a very useful tool, capable 

of producing a realistic result. 


chinery for the Government of Finland, the 
latter requiring that as a guarantee of per- 
formance some United States Government 
bonds be deposited in escrow by the tax- 
payer. In order to comply with the con- 
tract, the taxpayer borrowed funds from a 
bank, bought some of the bonds, and placed 
them in escrow. When they were released 
from escrow upon completion of the con- 
tract, the taxpayer immediately sold them 
at market value, sustaining a loss. The 
court expressly indicated that the taxpayer 
clearly had had no intention of investing in 
the bonds.” They had been purchased in- 
cidental to carrying on the taxpayer’s regular 
business and were to be considered as as- 
sets held for sale in the ordinary course of 
business. The loss on resale was therefore 
deductible as an ordinary and reasonable 
expense.” 


It has been suggested that the allocation 
method might very well be used by one in 
the position of our hypothetical taxpayer.” 
Although such a procedure is mentioned 
(and then rejected) in the Exposition Sou- 
venir case, and it is similar to the Western 
Wine & Liquor approach, none of the cases 
in strict line with the hypothetical one have 
settled a dispute in this manner. However, 
at least one group of related cases provides 
the grounds for strongly implying its appli- 
cability to the problem at hand. 


Should a taxpayer desire to secure relief 
from an unprofitable contract (for example, 
a burdensome lease) he might purchase a 
capital asset (the real property involved in 
the lease) and allocate the amount paid in 
excess of the value of the capital asset 


Immediate sale after serving purpose was 
emphasized; in addition, the court said that a 
person would not ordinarily borrow money to 
purchase bonds as an investment when the rate 
of return on the bonds was lower than the rate 
of interest on the loan. 

21 The Commissioner does not acquiesce in this 
decision (1954-2 CB 6). 

2210 Tax Law Review 111, 145 (1954). 
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toward the cancellation of the contract and 
take a deduction therefor in the year of pur- 
chase.™ Or if a taxpayer purchases stock 
for the sole purpose of liquidating the cor- 
poration so as to acquire its assets, the en- 
tire transaction may be viewed as a purchase 
of assets, with the cost of the stock being 
allocated to the assets which take it as their 
basis. 

When considering the allocation method 
it will be seen to produce many problems 
which would tend to make impracticable 
any attempt to apply it as a general rule 
for all cases. In limited areas, however, 
particularly when all the assets involved 
are capital in nature, it would appear to be 
a very useful tool, capable of producing a 
realistic result.” 


Foremost of all the difficulties is that of 
obtaining an accurate allocation when the 
“forced” and desired assets involved are, 
as in the hypothetical problem, capital (C) 
and inventory (I) items respectively. It 
will be noted that the taxpayer has almost 
everything to gain and nothing to lose by 
allocating as large a portion of the cost of 
the C asset to the cost of the I asset as he 
thinks will be allowed. This is true because 
the higher the basis of asset I, the lower 
will be the amount of ordinary income sub- 
sequently realized upon its disposition. Also, 
even if the taxpayer has allocated to the 
extreme so that no loss is sustained on the 
disposition of asset C, the most he stands 
to realize will be capital gain. In one sense, 
if given enough latitude, it is a manner in 
which a part of ordinary income might be 
turned into capital gain, when its true char- 
acter should be the former. 


In addition, unless the allocation is made 
at the time of original purchase, there will 
always be the possibility of a loss being 
sustained because of a decrease in the gen- 
eral market price rather than because the 
seller’s price was too high. To attempt to 
provide for such at the time of a “later” 
allocation would only increase the difficulty 
of an already cumbersome process. How- 
ever, it may not always be practicable to 
allocate at the time of original purchase. 
The fair market value of the “tied in” asset 
may be so high then that the desired effect 
would not be possible. Such a likelihood is 


It may be more convenient to have a 
variety of methods from which a 
taxpayer can choose when faced with 
a particular situation than 

to have to make one rule of thumb fit 
all cases. In this way the 

conclusions reached are most likely to 
reflect the true characteristics 

of a transaction, in 

an understandable and logical manner. 


thought to be quite probable when faced 
with a Western Wine & Liquor Company sit- 
uation where whiskey rights on stock could 
easily increase its value so as to eliminate 
any differential with which to work—or at 
least to add further complications to the 
over-all computations. 


As an additional consideration, this method 
would obviate the necessity of engaging 
any of the difficulties incumbent in the 
characterization of an asset as one held 
for sale to customers in the ordinary course 
of business. 


The Western Wine & Liquor Company ap- 
proach finds its chief difficulty under cir- 
cumstances where the sale of asset C does 
not take place until a taxable year following 
that in which asset I is sold. The account- 
ing problem caused thereby was suggested 
by the dissent in that case, and any attempt 
to reconcile events under such a factual sit- 
uation was expressly rebuked by dictum in 
the McGhee case.” 


Perhaps the problem of chief concern 
confronting the other methods is that of 
accurately reflecting the character of a 
transaction both logically and legally. In 
this connection the phrase “property held 
by the taxpayer primarily for sale to cus- 
tomers in the ordinary course of his trade 
or business” must also be considered. 
These words found their way into the 
capital-asset legislation in the 1924 and 
1934 revenue acts, the latter merely adding 
the part about “customers.” While it is be- 
lieved this phrase was concerned primarily 
with dealers in securities, there is no basis 
for implying that the legislature intended 
that its application be limited to that field 





2 Compare Cleveland Allerton Hotel, Inc. v. 
Commissioner, 48-1 ustc { 9218, 166 F. (2d) 805 
(CCA-6, 1948) with Millinery Center Building 
Corporation, CCH Dec. 20,180, 21 TC 817 (1954). 

* Of. Ashland Oil & Refining Company, 38-2 
ustc { 9580, 99 F. (2d) 588 (CCA-6); Kimbell- 
Diamond Milling Company, CCH Dec. 17,454, 
14 TC 74 (1950); Dallas Downtown Development 
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Company, CCH Dec. 16,777, 12 TC 114 (1949); 
Koppers Coal Company, CCH Dec. 15,179, 6 TC 
1209 (1946). 

%See Tube Bar, Inc., CCH Dec. 18,003, 15 
TC 922 (1950). 

* McGhee Upholstery Company, Inc., cited at 
footnote 13, at p. 1456. 

7 See 1954 Code Sec. 1221. 
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The existence or nonexistence of an 
intent to make an investment will be 
determinative of whether an asset 
which is normally capital in nature 

is to be considered as a 

noncapital asset in a particular case. 


alone. Certainly the language by itself pro- 
vides no such indication, and neither do the 
committee reports on the Revenue Act of 
1924. There the addition was explained as 
follows: 

“The last part of the definition of capital 
asset is changed to remove any doubt as 
to whether property which is held primarily 
for resale constitutes a capital asset, whether 
or not it is the type of property which 
under good accounting practice would be 
included in the inventory.” ™ 

Any contention, therefore, to the effect 
that there has been a misapplication of the 
statute when it is used for the taxpayers 
we are here considering is apparently with- 
out grounds. The cases have not been 
bothered by this aspect of the problem 
and, as shown above, there is no real rea- 
son to think that they should be. To limit 
a statutory phrase to nothing but the exact 
situation it was designed to relieve would 
certainly seem to be taking a backward ap- 
proach in this modern age. It is appro- 
priate to note here that another group of 
related cases has seen fit to adopt this 
phrase to an area outside of the “intended” 
use.” In these cases such things as stock, 
trade acceptances and bonds were acquired 
in lieu of cash as payment for services and 
materials rendered. A loss was sustained 
on the subsequent sale of these securities. 
In each instance it was found, upon refer- 
ring to the taxpayer’s intention in acquiring 
the securities, that they constituted property 
held for sale in the ordinary course of busi- 
ness, and the loss was deemed noncapital.” 


As intimated previously, it may be more 
convenient to have a variety of methods 
from which a taxpayer can choose when 
encountering a particular situation than to 
have to make one rule of thumb fit all cases. 
In this way the conclusions reached are 
most likely to reflect the true characteristics 
of a transaction, in an understandable and 


179, 68th Cong., p. 19 





23H. Rept. 
(1924). 

2 See Gilbert v. Commissioner, 3 ustc { 883, 
56 F. (2d) 361 (CCA-1, 1932); Joe B. Fortson, 
CCH Dec. 12,562, 47 BTA 158 (1942); Hercules 
Motors Corporation, CCH Dec, 10,905, 40 BTA 
999 (1939). 


1st Sess., 
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logical manner. Therefore it would seem 
as though the courts will not readily seek 
to confine the limits within which one can 
pick and choose. Assuming, then, that all 
of the above methods will continue to be 
available (as they certainly are now) it will 
be advantageous to consider what factors 
will be likely to have a bearing upon how 
any particular situation will be handled. 
Since the greatest tax differential will prob- 
ably result from receiving a strict ordinary 
gain-capital loss treatment (as in the Expo- 
sition Souvenir and McGhee cases), as com- 
pared to any of the other methods, the 
following discussion will be concerned for 
the most part with considering what ele- 
ments have apparently been important when- 
ever the preferred treatment has been allowed. 


The Western Wine & Liquor Company case 
may be thought of as a leading case in op- 
position to the result reached in Exposition 
Souvenir Corporation. These two cases have 
been distinguished on a basis of finding that 
the intent of the taxpayer was or was not 
to make an investment when purchasing 
asset C." It becomes relevant, then, to ex- 
amine this aspect with care. 


The existence or nonexistence of an in- 
tent to make an investment will be deter- 
minative of whether an asset which is nor- 
mally capital in nature is to be considered 
as a noncapital asset in a particular case. 
This is so because, unless an asset satisfies 
one of the statutory exceptions as provided 
in the Internal Revenue Code, it will be 
considered a capital asset—and as long as 
an intent to make an investment exists, it 
would seem to be impossible to conclude 
that the property in which the investment 
was made was “property held by the taxpayer 
primarily for sale to customers in the ordi- 
nary course of his trade or business,” ™ this 
being the exception adopted. 


The existence of a necessity associated 
with a sound purpose in relation to the 
business of the taxpayer is common in 
most—if not all—of the cases pertinent to 
our discussion. If such a thing exists con- 
cerning the acquisition of the desired asset, 
I, and the “forced” asset, C, an investment 
can still be said to have been made,” and 
only the voluntary aspect of it will have 
vanished. It is evident, therefore, that the 

* See also Lawyer’s Title Company of Mis- 
souri, CCH Dec. 17,703, 14 TC 1221 (1950); 
Thompson Lumber Company, CCH Dec, 11,677, 
43 BTA 726 (1941). 

51 See footnote 18. 

%2 See footnote 27. 

33 See Exposition Sowvenir Corporation v. Com- 
missioner, cited at footnote 9, and McGhee Up- 
holstery Company, Inc., cited at footnote 13. 
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Mr. Holzman concludes his article 
with a reminder that 

this area of the 

law is still in the process 

of being developed and that, 

as yet, no sure-fire combinations 
exist to guarantee 

treatment one way or another. 


mere “forcing” of an asset on the taxpayer 
is not, by itself, sufficient to negate the in- 
tent to invest. 


There is also some indication that a tax- 
payer’s contention that he intended to make 
no investment in asset C will be aided if the 
taxpayer can show that he did not treat it 
as such while obtaining and holding the 
asset. Ability to show that no investigation 
was made into the financial soundness of 
the C asset or that the circumstances were 
such that it would have been next to im- 
possible to realize a gain on it as an invest- 
ment would probably help substantiate the 
taxpayer’s claim. The way in which the 
taxpayer’s books reflect the transaction 
might also be of significance, the idea being 
to give the impression that the asset was 
not treated as investment property. If 
practicable, it would probably be best to 
treat any interest received while holding 
the asset not as income, but as a decrease 
in the cost of asset I. Associated with this 
point is the length of time the “tied in” 
asset is held by the taxpayer over-all, and 
how soon it is disposed of after the purpose 
which necessitated its purchase has been 
realized. 


Perhaps if a transaction is viewed as a 
sham, the manner in which it is treated in 
the books and records of the taxpayer be- 
comes less significant. In William M. Young 
Company," the taxpayer, at a time when 
lumber was scarce, was forced to buy stock 
in a corporation for $100 a share, a repre- 
sentative of the corporation retaining an 
option to repurchase for $1 a share. The 
net result was seen as a method of circum- 
venting the price controls then in existence. 


%*CCH Dec. 19,147(M), 11 TCM 863 (1952). 

%* The taxpayer had never received stock cer- 
tificates and had never participated as a stock- 
holder in the corporation's affairs; the divi- 
dends received were considered mere rebates on 
lumber purchased. The payments represented 
cost of goods sold. See also Hoffman Lumber 
Company, CCH Dec. 19,021(M), 11 TCM 579 
(1952). 

* Consider the possibility of a payment in 
excess of value being treated as a gift to bene- 
fit the seller, the asset receiving a fair-market- 
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In spite of the fact that the taxpayer had 
treated the dealings as an investment, the 
court found that the taxpayer had never 
intended to be a bona-fide stockholder, and 
never was.” It might follow from this that 
if a transaction obviously is not genuine, 
the courts will find a lack of an intention 
to invest regardless of the existence of fac- 
tors that might otherwise be fatal to the 
taxpayer’s claim.” 

Evidence of prior or subsequent transac- 
tions involving stocks and bonds could pos- 
sibly- hinder the taxpayer’s argument that 
no investment was made. 

Of course, proof of the above factors will 
be important. The records of the entire 
transaction should show the connection be- 
tween the purchase of C and that of I, and 
how part of the cost of the former might 
properly be considered that of the latter or as 
an expense of the business.” 

The McGhee case is concerned with proof, 
to a certain degree. That transaction was 
a private dealing with the president of the 
furniture-spring supplier (the reason prob- 
ably being that the parties wished to avoid 
open abuse of OPA ceiling prices) and not 
an open matter of corporate record as in 
Western Wine & Liquor. This fact has led 
to the suggestion that perhaps, in order to 
have a transaction viewed as an integral 
part of the purchase of supplies, “the proof 
must clearly show that the purchase of 
stock is more than a move to establish a 
sort of ‘business kinship’ with the sup- 
plier.”™ By reference to the excerpt from 
the McGhee opinion, quoted above, it can 
be seen how the reasoning of the court 
seemed to turn on this matter of proof. 
However, this same quotation, in the form 
of dictum, certainly tends to confuse mat- 
ters as to what the court had in mind. The 
stock and springs were purchased in 1946. 
It is then easy to agree that it would be 
improper to treat the loss as a cost not of 
the 1946 springs, but of goods purchased 
in 1947, But it is quite difficult to perceive 
why the court indicates that it would be 
“clearly wrong” to have an operating loss 
in 1947 relating in part to a transaction 
which merely had its inception in 1946. 
value basis. See Majestic Securities Corporation 
v. Commissioner, 120 F. (2d) 12 (CCA-8, 1941): 
New Hampshire Fire Insurance Company, CCH 
Dec. 13,489, 2 TC 708 (1943); Donald A. Mc- 
Donald, CCH Dec. 8053, 28 BTA 64 (1933). 

% See Daniel L. Donohue, CCH Dec. 19,005(M), 
11 TCM (1952); Harry Sackstein, CCH Dec. 
17,583, 14 TC 566 (1950); Solomon Jaeger, CCH 
Dec. 18,038(M), 9 TCM 1146 (1950). 


% CCH Standard Federal Tax Reports (1954 
Ed.), { 10,766. 
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The existence or nonexistence of an 
intent to make an investment will be 
determinative of whether an asset 
which is normally capital in nature 

is to be considered as a 

noncapital asset in a particular case. 


alone. Certainly the language by itself pro- 
vides no such indication, and neither do the 
committee reports on the Revenue Act of 
1924. There the addition was explained as 
follows: 

“The last part of the definition of capital 
asset is changed to remove any doubt as 
to whether property which is held primarily 
for resale constitutes a capital asset, whether 
or not it is the type of property which 
under good accounting practice would be 
included in the inventory.” * 


Any contention, therefore, to the effect 
that there has been a misapplication of the 
statute when it is used for the taxpayers 
we are here considering is apparently with- 
out grounds. The cases have not been 
bothered by this aspect of the problem 
and, as shown above, there is no real rea- 
son to think that they should be. To limit 
a statutory phrase to nothing but the exact 
situation it was designed to relieve would 
certainly seem to be taking a backward ap- 
proach in this modern age. It is appro- 
priate to note here that another group of 
related cases has seen fit to adopt this 
phrase to an area outside of the “intended” 
use.” In these cases such things as stock, 
trade acceptances and bonds were acquired 
in lieu of cash as payment for services and 
materials rendered. A loss was sustained 
on the subsequent sale of these securities. 
In each instance it was found, upon refer- 
ring to the taxpayer’s intention in acquiring 
the securities, that they constituted property 
held for sale in the ordinary course of busi- 
ness, and the loss was deemed noncapital.” 

As intimated previously, it may be more 
convenient to have a variety of methods 
from which a taxpayer can choose when 
encountering a particular situation than to 
have to make one rule of thumb fit all cases. 
In this way the conclusions reached are 
most likely to reflect the true characteristics 
of a transaction, in an understandable and 


2H. Rept. 179, 68th Cong., 1st Sess., p. 19 
(1924). 

2 See Gilbert v. Commissioner, 3 ustc { 883, 
56 F. (2d) 361 (CCA-1, 1932); Joe B. Fortson, 
CCH Dec. 12,562, 47 BTA 158 (1942); Hercules 
Motors Corporation, CCH Dec. 10,905, 40 BTA 
999 (1939). 
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logical manner. Therefore it would seem 
as though the courts will not readily seek 
to confine the limits within which one can 
pick and choose. Assuming, then, that all 
of the above methods will continue to be 
available (as they certainly are now) it will 
be advantageous to consider what factors 
will be likely to have a bearing upon how 
any particular situation will be handled. 
Since the greatest tax differential will prob- 
ably result from receiving a strict ordinary 
gain-capital loss treatment (as in the Expo- 
sition Souvenir and McGhee cases), as com- 
pared to any of the other methods, the 
following discussion will be concerned for 
the most part with considering what ele- 
ments have apparently been important when- 
ever the preferred treatment has been allowed. 


The Western Wine & Liquor Company case 
may be thought of as a leading case in op- 
position to the result reached in Exposition 
Souvenir Corporation. These two cases have 
been distinguished on a basis of finding that 
the intent of the taxpayer was or was not 
to make an investment when purchasing 
asset C." It becomes relevant, then, to ex- 
amine this aspect with care. 

The existence or nonexistence of an in- 
tent to make an investment will be deter- 
minative of whether an asset which is nor- 
mally capital in nature is to be considered 
as a noncapital asset in a particular case. 
This is so because, unless an asset satisfies 
one of the statutory exceptions as provided 
in the Internal Revenue Code, it will be 
considered a capital asset—and as long as 
an intent to make an investment exists, it 
would seem to be impossible to conclude 
that the property in which the investment 
was made was “property held by the taxpayer 
primarily for sale to customers in the ordi- 
nary course of his trade or business,” ™ this 
being the exception adopted. 


The existence of a necessity associated 
with a sound purpose in relation to the 
business of the taxpayer is common in 
most—if not all—of the cases pertinent to 
our discussion. If such a thing exists con- 
cerning the acquisition of the desired asset, 
I, and the “forced” asset, C, an investment 
can still be said to have been made,” and 
only the voluntary aspect of it will have 
vanished. It is evident, therefore, that the 


* See also Lawyer’s Title Company of Mis- 
souri, CCH Dec. 17,703, 14 TC 1221 (1950); 
Thompson Lumber Company, CCH Dec, 11,677, 
43 BTA 726 (1941). 

*1 See footnote 18. 

%2 See footnote 27. 

38 See Exposition Souvenir Corporation v, Com- 
missioner, cited at footnote 9, and McGhee Up- 
holstery Company, Inc., cited at footnote 13. 
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Mr. Holzman concludes his article 
with a reminder that 

this area of the 

law is still in the process 

of being developed and that, 

as yet, no sure-fire combinations 
exist to guarantee 

treatment one way or another. 


mere “forcing” of an asset on the taxpayer 
is not, by itself, sufficient to negate the in- 
tent to invest. 


There is also some indication that a tax- 
payer’s contention that he intended to make 
no investment in asset C will be aided if the 
taxpayer can show that he did not treat it 
as such while obtaining and holding the 
asset. Ability to show that no investigation 
was made into the financial soundness of 
the C asset or that the circumstances were 
such that it would have been next to im- 
possible to realize a gain on it as an invest- 
ment would probably help substantiate the 
taxpayer’s claim. The way in which the 
taxpayer’s books reflect the transaction 
might also be of significance, the idea being 
to give the impression that the asset was 
not treated as investment property. If 
practicable, it would probably be best to 
treat any interest received while holding 
the asset not as income, but as a decrease 
in the cost of asset I. Associated with this 
point is the length of time the “tied in” 
asset is held by the taxpayer over-all, and 
how soon it is disposed of after the purpose 
which necessitated its purchase has been 
realized. 


Perhaps if a transaction is viewed as a 
sham, the manner in which it is treated in 
the books and records of the taxpayer be- 
comes less significant. In William M. Young 
Company," the taxpayer, at a time when 
lumber was scarce, was forced to buy stock 
in a corporation for $100 a share, a repre- 
sentative of the corporation retaining an 
option to repurchase for $1 a share. The 
net result was seen as a method of circum- 
venting the price controls then in existence. 


% CCH Dec. 19,147(M), 11 TCM 863 (1952). 

% The taxpayer had never received stock cer- 
tificates and had never participated as a stock- 
holder in the corporation’s affairs; the divi- 
dends received were considered mere rebates on 
lumber purchased. The payments represented 
cost of goods sold. See also Hoffman Lumber 
Company, CCH Dec. 19,021(M), 11 TCM 579 
(1952). 

% Consider the possibility of a payment in 
excess of value being treated as a gift to bene- 
fit the seller, the asset receiving a fair-market- 
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In spite of the fact that the taxpayer had 
treated the dealings as an investment, the 
court found that the taxpayer had never 
intended to be a bona-fide stockholder, and 
never was.” It might follow from this that 
if a transaction obviously is not genuine, 
the courts will find a lack of an intention 
to invest regardless of the existence of fac- 
tors that might otherwise be fatal to the 
taxpayer’s claim.” 

Evidence of prior or subsequent transac- 
tions involving stocks and bonds could pos- 
sibly hinder the taxpayer’s argument that 
no investment was made. 

Of course, proof of the above factors will 
be important. The records of the entire 
transaction should show the connection be- 
tween the purchase of C and that of I, and 
how part of the cost of the former might 
properly be considered that of the latter or as 
an expense of the business.” 


The McGhee case is concerned with proof, 
to a certain degree. That transaction was 
a private dealing with the president of the 
furniture-spring supplier (the reason prob- 
ably being that the parties wished to avoid 
open abuse of OPA ceiling prices) and not 
an open matter of corporate record as in 
Western Wine & Liquor. This fact has led 
to the suggestion that perhaps, in order to 
have a transaction viewed as an integral 
part of the purchase of supplies, “the proof 
must clearly show that the purchase of 
stock is more than a move to establish a 
sort of ‘business kinship’ with the sup- 
plier.”* By reference to the excerpt from 
the McGhee opinion, quoted above, it can 
be seen how the reasoning of the court 
seemed to turn on this matter of proof. 
However, this same quotation, in the form 
of dictum, certainly tends to confuse mat- 
ters as to what the court had in mind. The 
stock and springs were purchased in 1946. 
It is then easy to agree that it would be 
improper to treat the loss as a cost not of 
the 1946 springs, but of goods purchased 
in 1947. But it is quite difficult to perceive 
why the court indicates that it would be 
“clearly wrong” to have an operating loss 
in 1947 relating in part to a transaction 
which merely had its inception in 1946. 


value basis. See Majestic Securities Corporation 
v. Commissioner, 120 F. (2d) 12 (CCA-8, 1941): 
New Hampshire Fire Insurance Company, CCH 
Dec. 13,489, 2 TC 708 (1943); Donald A. Mc- 
Donald, CCH Dec. 8053, 28 BTA 64 (1933). 

% See Daniel L. Donohue, CCH Dec. 19,005(M), 
11 TCM (1952); Harry Sackstein, CCH Dec. 
17,583, 14 TC 566 (1950); Solomon Jaeger, CCH 
Dec. 18,038(M), 9 TCM 1146 (1950). 

% CCH Standard Federal Tax Reports (1954 
Ed.), 7 10,766. 
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It should make little difference that the 
purpose of a transaction is to avoid price 
ceilings or, by inference, to do other things 
of an illegal vein. The cases indicate that 
amounts paid in excess of OPA ceiling 
prices still constitute a part of the cost of 
the goods.” However, the Sackstein® case 
suggests that one should tread lightly in 
this area. In that case the taxpayer was 
unable to get enough meat to carry on a 
profitable business without purchasing stock 
of a supplier and agreeing to make further 
contributions in proportion to the quantity 
of meat purchased. The court considered 
such additional payments as contributions 
to the capital of the corporation instead of 
as part of the cost of goods sold (which 
would have raised the cost above the price 
ceiling). Its reasoning was that it felt obliged 
to hesitate in imputing improper motives 
and illegal acts to the taxpayer, “especially 
where another more logical interpretation 
of the testimony can be made.” 


In addition, one must not overlook that 
portion of a sentence in the Western Wine 
& Liquor Company opinion where the court 
expressly indicated that the result it was 
reaching was the fair and equitable one.® 
This could be a decisive factor even though 
it has not been stressed. 


If asset C should ever be sold at a profit 
it would be quite unlikely that any problem 
would arise. A taxpayer will probably pre- 
fer to receive capital gain treatment in such 


an instance and could probably very easily 
negate any intent not to invest that he 
might have once had. This thought has led 
one writer to point out that “a sort of in- 
formal Section 117(j) treatment is achieved, 
with gains recognized at capital gain rates 
and losses deductible in full.” However, 
perhaps a situation could arise when the 
Commissioner might attempt to look beyond 
the pent-up proofs of investment in order 
to claim that the taxpayer has realized some 
ordinary income as contrasted to capital 
gain. One can only wonder as to his success. 
Furthermore, should a person desire to 
ponder over another long-range possibility, 
he might consider whether the theories 
found in this area will ever reach a point 
where a taxpayer would have to prove con- 
clusively that he purchased a capital asset 
expressly for investment before he could be 
allowed to consider it as such, even though 
it meets all of the Code qualifications. 
We have discussed tie-in purchases from 
a view of properly accounting for a buyer’s 
loss on resale of a “tied in” asset. There is 
no need for repeating the necessarily limited 
conclusions that have been mentioned and 
suggested throughout this article. It will 
suffice to conclude merely with a reminder 
that this area of the law is still in the proc- 
ess of being developed and that, as yet, no 
sure-fire combinations exist to guarantee 
treatment one way or another. [The End] 


EFFECT OF CORPORATE INCOME TAXES ON CORPORATE EARNINGS 


—cContinued from page 398 


income tax. This is not a new idea; security 
analysts have long been noting that the 
safety margin is greater than the net income 
figures would indicate. But it should be 
emphasized that we have every reason to 
expect the margin of safety to decrease, 
if the corporate income tax is reduced. And 
a wide margin will be very useful in the 
occasional periods of slow business and 
competitive price-cutting which will doubt- 
less assail us in the future, as they have in 
the past. 


*® See William M. Young Company, cited at 
footnote 34; Hoffman Lumber Company, cited 
at footnote 35; Harry Sackstein, CCH Dec. 
17,583, 14 TC 566 (1950); Lela Sullenger, CCH 
Dec. 16,735, 11 TC 1076 (1948); I.,T. 4104, 
1952-2 CB 71. 

* Harry Sackstein, cited at footnote 39. 

“ P, 569 of opinion. It is interesting to note 
that this decision would probably preclude the 
taxpayer from claiming an ordinary business- 
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In this connection it is interesting, but 
not conclusive, to note that corporate red 


ink is much less common now than in 
prosperous 1926-1929. The Statistics of In- 
come compilations show that in 1926-1929 
approximately 17 per cent of all sales by 
corporate manufacturers were made by firms 
which lost money, and the losses were 15 
per cent as great as the pretax profits of 
other manufacturers. In the worst year of 
the 1946-1952 period (later years are not 
yet available)—1949—losers’ sales were 11 


expense deduction should the stock later be 
sold at a loss. The suggestion in the opinion 
that the capital contribution increases the basis 
of the stock, ete., seems to indicate that the 
court considered the taxpayer as definitely hav- 
ing made an investment. 

“ Cited at footnote 4, at p. 1096. 

* Work cited at footnote 22, at p. 154. See 
1954 Code Sec. 1231. 
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per cent of the total and their losses 7 per 
cent of others’ profits. Other corporate 
categories show similar contrasts. 


While the corporate income tax may 
hardly be counted as a corporate blessing, 
it appears not to be an unmixed evil. 

Another side issue involves the “double 
taxation” which is cited as a_ principal 
justification for the dividend tax abatement 
provided in the 1954 personal income tax 
revisions. The implications of this study 
are that the corporate income tax has not 
significantly impaired corporate earnings. 
Therefore, the taxatior® of stockholders’ 
dividends does not constitute a doubled 
invasion of the same earnings. ‘There are 
other and better grounds for favorable tax 
treatment of dividends—for example, to 
attract high-bracket individuals who should 
take business risks into long-term equity 
investing rather than mere speculation for 
capital gains—but the “double taxation” 
argument should be abandoned. 


A third side issue lies in the realm of 
economic conjecture. This study indicates 


that the imposition of heavy corporate in- 
come taxes has led to a widening of the 
margin between costs and selling prices by 
successful corporations, in order to maintain 
earnings rates and pay the taxes as well. 
Inevitably this widening of margins must 
afford new firms, small firms, inefficient 


firms and unincorporated firms a_ better 
competitive chance than they would other- 
wise have. Conceivably, this might have 
had a dramatic effect on our economy. But 
the postwar economy does not appear to be 
one in which established and successful 
corporations are being overhauled by un- 
taxed marginal competitors, so we must 
conclude that any incidental assist given the 
latter by the tax structure constitutes no 
more than a fighting chance. Certainly, it 
is not revolutionizing industrial competition. 

What our economy might be like without 
the heavy corporate income tax is equally 
a matter for stimulating conjecture. How- 
ever, this is a topic on which empirical data 
seem certain to remain lacking. 


Corporate Political Policy 


It is possible that more complete future 
statistics may prove that some of the find- 
ings of this study are unsound. Until they 
do, however, it appears that strenuous at- 
tempts to obtain wide reductions in the 
corporate income tax ahead of other com- 
ponents in the tax structure will reflect poor 
judgment. The tax is a valuable one for 


Corporate Income Taxes 


revenue-raising purposes. It does not seem 
to distort demand patterns. It gives a 
differential opportunity to the small or 
struggling concern, yet it does not under- 
cut the strong or efficient. It is not impair- 
ing earnings in most industries, though it 
may in a few. It is not a danger in bad 
years. It does not seem to be drastically 
detrimental in any way, as it stands. 

However, the tax is not a particularly 
sound one in many respects. It adds vary- 
ing and undeterminable percentages to the 
costs of most goods and services. We do 
not know who finally bears its burdens. 
The costs are hidden, which makes the tax 
politically popular. It encourages excessive 
corporate debt financing. Increases in its 
burden beyond a certain level might sap 
the vitality of the indispensable corporate 
device and would certainly lead to wasteful 
corporate expense outlays (for example, 
“18-cent dollars”). 

What, then, is the sound and proper 
attitude for corporate spokesmen to take? 
This is a matter of opinion, of course, and 
for what they are worth, the following 
suggestions are advanced: 

(1) Warn the country against any fur- 
ther increases in the corporate income tax 
rate. We are not sure where the danger 
point in corporate taxation lies, but there 
is surely not too much safety margin above 
the present 52 per cent federal rate. Beyond 
the safety point lie demand distortion, 
impaired economic growth, and inducements 
to waste. 

(2) Seek to share in any tax reductions 
which budget reductions make possible. 
The corporate tax rate should not be per- 
mitted to remain at peak while others are 
reduced, or it may be raised dispropor- 
tionately and dangerously above peak in 
some future emergency. 

(3) Seek to persuade the country that 
temporary tax relief intended to combat 
business recessions should always include 
corporate tax reduction, in order to permit 
price adjustments, minimize earnings de- 
cline, maintain working capital, and finance 
normal construction and research. 

(4) Point out the well-known evils of 
excess profits tax devices in crippling 
growth in the most essential product lines 
and in fostering waste. 

(5) Work for worth-while technical im- 
provement in the tax law, in such difficult 
areas as depreciation allowances, consoli- 
dated returns, intercorporate dividends, capital 
gains, etc. [The End] 
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A wealthy prospective investor in a speculative venture asks 

assurance of limited liability, yet for tax purposes does not want his 
losses limited to those of a worthless corporate obligation. The author, 
seeking the most favorable arrangement, considers 


the partnership, the corporation, the thin 


corporation, guarantied loans and some combinations of entities. 


Capital Formation of Speculative 


~ EARCH FOR GOLD, sunken treasure 
7 or the Fountain of Youth—the possi- 
bility of bringing home the pot at the end 
of the rainbow—has always attracted the 
human race, only today the forms of our 
dreams are shaped more in the likeness of 
a wildly ticking Geiger counter, a hit mu- 
sical play, a dandruff cure or a new soft 
drink concoction. 

The logic of a sound investment port- 
folio precludes most investors from placing 
any funds in the more speculative ventures, 
in which category almost all new business 
firms fall. Consequently an entrepreneur or 
promoter seeking to raise capital in large 
chunks must expect to obtain most of it 
from among the wealthy who can afford 
the long-shot gamble without endangering 
their economic security. 


With the wealthy, one can expect two 
preoccupations: First, although they are 
subjecting to risk of loss a determinable 
portion of their personal capital, they wish 
to insulate their other assets from the same 
risk of loss. Second, they are concerned 


with the tax consequences of their investments.” 





1The Program Committee of the Research 
and Policy Committee of the Committee for 
Economic Development in its Tax Policy in 
1956 (published in December, 1955), comments 
that the present tax-rate schedule (for in- 
dividuals) on higher-middle and upper bracket 
incomes is disproportionately heavy, especially 
in view of the peculiar, risk-taking contribution 
which most taxpayers in those brackets make 
to the growth economy of the nation. They 
therefore recommend a relatively greater per- 
centage reduction in these tax brackets where 
extremely high rates are seriously interfering 
with the incentive to take risks and with the 
supply and mobility of investment funds. 

2Dan Throop Smith, in his treatise entitled 
Effects on Taxation: Corporate Financial Policy, 
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As to the latter, the high-tax-bracket 
potential investor must be shown that any 
loss will be deductible in full, and prefer- 
ably in full in the year of loss; that any 
resulting profits will be subjected to as low 
a rate as possible; and that as large a pro- 
portion as possible of return on investment 
will be tax free.’ 


These considerations present a dilemma: 
how to supply the investor limited liability 
(as in a corporation) and yet not limit his 
losses to those of a worthless corporate 
obligation. In the event of loss, the worth- 
less stock or corporate bond would be de- 
nominated a capital loss, such loss being 
limited to $1,000 deductible against ordi- 
nary income for only six years—assuming 
no capital gains during that time. Further 
assuming that a potential investor already 
had more capital loss carry-over than he 
anticipated he could use in the next five 
years, he would get no benefit at all from 
this capital loss. 


Limited Partnerships 
A limited partnership, properly organized, 
can solve this twofold aim. It qualifies 


published by the Division of Research, Grad- 
uate School of Business Administration, Har- 
vard University, says (at p. 168): ‘‘If the pos- 
sibility of recovering a large part of an 
investment tax-free, with a compounding of the 
leverage and hence the prospective capital gain 
on the common stock, had not been available, 
many of the high-bracket investors who in fact 
made investments in closely controlled corpo- 
rations would not have been interested.’’ Al- 
though Professor Smith's conclusion here stated 
is not statistically valid, in that it was based 
(by his own admission) on ‘‘conversations 
through the summer of 1950,’’ it fits squarely 
with the author’s personal observations over 
the past ten years. 
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Enterprises 


By EDWARD 0. LUTZ, CPA 
Lutz and Carr, New York City 


under the Code sections relating to part- 
nerships if it complies with local law, if the 
life of the organization terminates upon the 
death of a general partner or by transfer 
of his participating interest, and if the part- 
nership agreement provides for the right of 
participation in the general management by 
all general partners.’ (There need be only 
one general partner in most jurisdictions.) 


Limited-partnership pacts provide that the 
limited partners (investors) will not be 
liable beyond their capital subscription for 
the debts or losses of these partnerships. 
On the other hand, by being classed as 
partnerships for tax purposes, an investing 
(limited) partner can save some small joy 
from his losses in that he is permitted to 
deduct in full, as ordinary losses in the year 
sustained, his own distributable share in the 
partnership losses. 


Some further tax advantages can be gained. 
If general partners are promoters, without 
funds to invest, it may be agreed that the 
limited partners shall first recoup all their 
original investment before the general part- 
ners shall share in profits with the limited 
partner-investors. To the extent, therefore, 
that funds are returned to investors in ex- 
cess of reportable profits, such transfers 
will be tax free. The source of such distri- 
butions might be (1) excess original capital 


*New York qualifies: Francis L. Burns et 
al., Hers., 13 BTA 293; Glensder Textile Com- 
pany, CCH Dec. 12,249, 46 BTA 176. Pennsyl- 
vania qualifies: O. D. 599, 3 CB 15 (1920), p. 15. 
Texas qualifies: G. C. M. 2467, VII-2 CB 188. 

‘First a tax on the earning corporation and 
then a tax on the dividend recipient as income. 
This has been somewhat relieved in the 1954 
Internal Revenue Code by the $50 dividend ex- 
clusion and the 4 per cent dividend-received 
credit. 


Speculative Enterprises 


no longer deemed needed, (2) the extent of 
depreciation, amortization or depletion ap- 
plied against income or (3) the complete 
expensing of assets against income. This 
latter is accomplished in many speculative 
ventures by virtue of the very fact that one 
cannot predict the economic life of its assets 
(because they are special and become worth- 
less should the project be abandoned). For 
example, the tangible assets of a theatre 
production, such as stage sets, costumes, 
stage furniture and properties, are assumed 
to be expense as soon as created or pur- 
chased, for their life is indeterminate—the 
vagaries of the critics and the public taste 


being the criteria for their useful life span; 
or, for a different example, the discovery 
and development costs of a test mine shaft 


which are dissipated with the abandonment 
of hope in their productivity. 


In the event of profit, since partnerships 
are not subjected to federal income tax, 
there is no double taxation on the distrib- 
uted profit present in corporate setups.* 


Also, the sale of a partnership interest at 
a profit results quite clearly under present 
law in a capital gain.’ 


Another interesting aspect of limited part- 
nerships lies in the fact that the law grants 
the general partners exclusive and complete 
managerial control. Should a limited part- 
ner enter directly into the management, he 
could be held to be an ostensible general 
partner, and thereby lose his immunity to 
personal liability for the partnership debts.* 
This particular feature is quite attractive to 
most entrepreneurs. 


None of the advantages of the corporate 
tax rate are irrevocably lost, in that the 
present Internal Revenue Code allows a 
partnership to elect to be taxed as a cor- 
poration under most conditions.” 


Still further advantages are gained from 
partnership organization (over corporations) 
when the property involves exploitation of 
patents or real estate. 


A holder of a patent, who is its creator 
or who acquired his interest under certain 
conditions (payment of money or property 
to the creator prior to the time that’ the 
patent was reduced to practice), is assured 


5 Adolph Auriema, Inc., CCH Dec. 13,491(M); 
Code Sec. 741, except to the extent of appre- 
ciated inventories or unrealized receivables. 

* Sec. 96, New York Partnership Law; Madi- 
son County Bank v. Gould, 5 Hill 309 (1843): 
Hanover National Bank v. Sirret, 15 Abb. N. C. 
343 (1883); also Heller v. U. 8., (DC Calif., 
1954). 

71954 Code Sec. 1361. Also see two excellent 
articles in the April, 1955 Taxes, by John T. 
McNaughton and Carl L. Moore. 
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capital gain treatment upon sale of the 
patent right or an undivided interest in it. 
Apparently, a partnership would qualify as 
a “holder,” although a corporation defi- 
nitely would not.* 


The owner of real estate, who is not a 
dealer, is permitted to subdivide his prop- 
erty under certain conditions and still obtain 
capital gain treatment. The law, how- 
ever, only permits this special tax treatment 
to “real property in the hands of a taxpayer 
other than a corporation.” * 


Corporations 


Notwithstanding the advantages noted 
above, it may still be necessary to organize 
a corporation. For example, (1) a particu- 
lar state may not permit the formation of 
limited partnerships which have the charac- 
teristics deemed necessary to grant the tax 
benefits of a partnership; (2) no one, in- 
cluding the promoter, is willing.to under- 
take the risks of a general partner; (3) 
possibly it is expected that the investment 
may be publicly held; (4) it is desired to 
facilitate its transferability and marketabil- 
ity; or (5) it is assumed that the organiza- 
tion will be successful in a very short period 
of time. 


Of course, if a “shell loss” corporation 
could be acquired which had an available 
carry-forward loss from a trade or business 
substantially the same as that contemplated, 
it would pay to purchase such stock in the 
hope of offsetting expected profits against 
the carry-forward loss.” 


All investment is made in the expectation, 
or at least faint hope, of gain. It is recom- 
mended, therefore, that not one, but two or 
many more corporations be organized, pref- 
erably one for each separate function of the 
proposed business, so that profits may be 
split among them. Particularly if this in- 


§ 1954 Code Sec. 1235, and see ‘Doing Busi- 
ness as Partnership or Corporation,’’ by Mary 
E. Laniger, in the Journal of Accountancy, 
May, 1955, p. 51. 

* 1954 Code Sec. 1237. 

7” For a further discussion, see Kenneth Car- 
road and Theodore Propp, ‘‘Opportunities for 
Tax Savings Through Acquisition of Loss 
Corporations Under the 1954 Code,’’ 2 Journal 
of Taxation 2 (January, 1955); also, Kenneth 
Liles, ‘Section 269 of the 1954 Code: Acquisi- 
tions to Avoid Federal Income Tax,"’ 41 Ameri- 
can Bar Association Journal 936 (October, 1955) ; 
Norman A. Sugarman, ‘Organization of a 
Corporation: New Considerations Under the 
Internal Revenue Code of 1954," 6 Western Re- 
serve Law Review 333 (Summer, 1955); Albert 
E. Arent, “‘Tax Aspects of Buying Loss Corpo- 
rations Under the 1954 Code,’’ 33 Taxes 955 
(December, 1955). But also see American Pipe 
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creases the proportion of profit taxed at 
only 30 per cent it may well pay for the 
added inconvenience of multiple legal en- 
tities. Where unlimited liability is feared 
for a partnership (limited or general), it 
may be wise to attempt to shield it by hav- 
ing it deal (perhaps by lease or other con- 
tract) with a corporation whose stockholders 
would be in the same proportion to one 
another as they are in the partnership. 


A most interesting combination consists 
of a limited partnership-corporate structure. 
Let us take, for example, a limited partner- 
ship tenant leasing real property from a 
landlord corporation—both, of course, being 
owned by the same investors. By construct- 
ing lease terms in such a way as to make 
the deductible rent expense of the tenant 
partnership cover the deductible expenses 
(depreciation, mortgage interest, property 
taxes, etc.) of the landlord corporation,” 
corporate income tax and its concomitant 
nemesis—double taxation—will be elimi- 
nated, and the single tax on the partnership 
distributive shares will be the sole tax 
burden. In fact, it may be wise to allow 
the corporation to earn some profit at the 
30 per cent bracket for as long as it can 
keep clear of the imposition of the accumu- 
lated-earnings tax.” The funds derived from 
these earnings and the noncash depreciation 
expenditure can be employed to repay loans 
made by its investors as discussed below. 


Thin Corporations 


In forming corporations it is wise to 
organize with a maximum of indebtedness 
due the investor and a minimum of stock, 
consistent with that ratio which may be 
attacked by the Commisioner as a “thin 
incorporation.” Several cases have held 
that ratios of about four to one in debentures 
to stock were not deemed to be “thin”™ 
where the obligations had a fixed maturity 


and Steel Corporation, CCH Dec. 21,352, 25 
TC —, No. 45. 

41 Accomplished by working out a rent for- 
mula which is synonymous with a break-even 
equation, and if it is intended to allow the 
landlord a fixed annual profit, then the formula 
should include this desired profit in the 
numerator. 

“There is also the ever-present danger of 
personal holding company surtax on undis- 
tributed income for some landlord corpora- 
tions in this setup. 

1% See Talbot Mills v. Commissioner, 46-1 ustc 
{ 9133, 326 U. S. 521; Ruspyn Corporation, CCH 
Dec. 19,112, 18 TC 769, acq., 1952-2 CB 3. 

4 But see Joseph Rabin, ‘‘Fat Advantages of 
the Thin Corporation,’’ 32 Taxes 572 (July, 
1954); Sun Properties, Inc. v. U. 8., 55-1 ustc 
{ 9261 (CA-5), rev’g 54-2 ustc { 9528 (DC Fla.); 
and Commissioner v. Rowan, 55-1 ustc { 9188 
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and not unreasonably high interest rates, 
and the interest payments were not depend- 
ent on earnings.” 


The advantage to the investor in placing 
a major share of investment in the form of 
loans rather than stock turns upon the well- 
settled rule that repayments of loans are 
not income,” whereas dividend payments 
represent taxable income. Even interest 
paid on loans to investors is to be favored 
over dividends, to the extent that the former 
are deductible by the payor corporation in 
computing its taxable income, but dividends 
are not.” 


There are, however, several objections to 
the investor’s “lending” sums to this new 
corporation. First, any loss will probably 
be construed to be a nonbusiness bad debt, 
deductible only as a short-term capital loss 
with consequent limitations on deductibility. 
Second, the facts that the loans and equity 
stock investments are in the same propor- 
tion, that the major source of working cap- 
ital derives from this indebtedness and that 
there may be question as to whether anyone 
else would have loaned under similar cir- 
cumstances, all may subject the organiza- 
tion to attack as a thin incorporation, thereby 
converting the indebtedness, for tax pur- 
poses, into stock, the “interest” back to non- 
deductible dividends, and (what is most 
serious) the “repayments” of the “loans” to 
taxable dividends (to the extent of the 
earned surplus).” 


Guarantied Loans 


A technique which should wholly elimi- 
nate the problem of thin incorporation is 
available. It also stands a good chance of 
converting loss (on loans to corporations) 
from nonbusiness bad debts (short-term 
capital losses) into ordinary loss in a trans- 


(Footnote 14 continued) 

(CA-5), rev’g 54-1 ustc { 9326 (DC Tex.); also 
Sheldon Tauber, CCH Dec. 21,002, 24 TC —, 
No. 24 (1955), in which a book capital ratio of 
2,090 to one was not deemed thin; and Ainslie 
Perrault, CCH Dec. 21,370, 25 TC 55, decided 
December 9, 1955, in which a ratio of 973 to 
one was upheld. 

% For example, John W. Walter, Inc., CCH 
Dec. 20,735, 23 TC 550. In Swoby Corporation, 
CCH Dec. 16,123, 9 TC 887, debt was not 
recognized where subordinate to all creditors’ 
claims and interest payments were discre- 
tionary. 

% Hisner v. Macomber, 1 uste § 32, 252 U. S. 
189, 40 S. Ct. 189; also Howell, Admr., CCH 
Dec. 6559, 21 BTA 757, dism'd, 59 F. (2d) 1053. 

* At the highest corporate tax rate of 52 per 
cent, the cost of 4 per cent debt money is 
reduced to only 1.92 per cent after taxes—and 
any state tax on corporate net income would 
reduce this figure still further. 
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action entered into for profit (deductible 
in full in the year of loss). 


This method consists of having a bank, 
credit agency or other third party lend the 
major share of the capital funds required 
to the new corporation, with the stock- 
holders in turn guarantying such debt to 
the primary creditor. Where the corpora- 
tion becomes insolvent and the stockholders 
are required to make good on the guaran- 
ties, some courts have held such losses to 
be fully deductible as “incurred in a transac- 
tion entered into for profit.” (1939 Code Sec- 
tion 23(e)(2); 1954 Code Section 165(c)(2); 
Edwards v. Allen, 54-2 ustc 9681, 216 F. 
(2d) 794 (CA-5), citing Pollak v. Commis- 
sioner, 54-1 ustc $9149, 209 F. (2d) 57 
(CA-3) and Fox v. Commissioner, 51-2 ustc 
{ 9379, 190 F. (2d) 101 (CA-2); Greenspon, 
CCH Dee. 15,632, 8 TC 431; also, Liovd- 
Smith, CCH Dec. 10,770, 40 BTA 214, 
affirmed, 41-1 ustc J 9167, 116 F. (2d) 642, 
and Eckert v. Burnet, 2 ustc $714, 283 
U. S. 140.)” 


In the Fox and Pollak cases, heavy re- 
liance is placed on the facts that the guar- 
antors made payments to protect property 
previously pledged as collateral and that 
the principal debtor was dead; and in Eckert 
v. Burnet, the Supreme Court pointed out 
that the debt acquired by the guarantor (by 
subrogation to the creditor’s position as 
against the debtor) was worthless when 
acquired.” 


A more recent case, decided February 18, 
1955, in the United States Court of Appeals 
for the Sixth Circuit, followed this line of 
reasoning by giving the guarantor an ordinary 
loss deduction in a transaction entered into for 
profit because he was required to make 
good on the guaranty without opportunity 
of reimbursement (Cudlip v. Commissioner, 


55-1 uste 9239, 220 F. (2d) 565). 


% See Myron Semmel, ‘“Tax Consequences of 
Inadequate Capitalizations,’’ 48 Columbia Law 
Review 202; Estate of Herbert B. Miller, CCH 
Dec. 21,196, 24 TC —, No. 103 (1955) (now 
pending before the Ninth Circuit); Isidor Dob- 
kin, CCH Dec. 17,767, 15 TC 311; R. EB. Nelson, 
CCH Dec. 19,371, 19 TC 575. 

” For a full discussion and evaluation of all 
these cases, see ‘‘Unwarranted Tax Advantages 
in Corporate Financing—Shareholders Guaran- 
teed Loans,”’ by John V. Guigon, in the St. 
John’s Law Review, December, 1955, and 
“Stockholder Loans and Guaranty Payments— 
Ordinary Loss Deductions," by John D. 
Smyers, in the American Bar Association Jour- 
nal, November, 1955. 

It is recommended practice, when there 
is more than one guarantor, for each to guar- 
anty his pro-rata portion of debt, but not 
agreeing to any joint liability for the debts of 
other guarantors. 
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The Tax Court, however, still has not 
fully bowed to these courts of appeals 
cases, and continues to rule the opposite 
way where the principal is still in existence 
when the guaranty is paid. It appears im- 
portant, from these cases, that the share- 
holders should avoid making payment on 
their guaranties at a time when only interest 
is in default, but postpone fulfillment of 
the guaranty obligation until it becomes 
clear that the corporation has failed. 


Similar reasoning can, and has been, used 
by the courts, even where the stockholder 
has not actually guarantied the loan to his 
corporation, but only pledged assets. Upon de- 
fault by the insolvent corporation debtor, 
the bank foreclosed on the collateral (Ansley 
v. Commissioner, 54-2 ustc J 9691, 217 F. (2d) 
252 (November 22, 1954)). 


On the other hand, the Eighth Circuit 
recently denied an ordinary loss in a trans- 
action entered into for profit, and allowed 
only a nonbusiness bad debt (Putnam v. 
Commissioner, 55-2 ustc § 9604, 224 F. (2d) 
947 (August 11, 1955)). 


All of the above cases had to be adjudi- 
cated because the stockholder could not 
get a business bad debt deduction for a 
loan (directly to the corporation or guar- 
antied) that became bad. Even though a 
stockholder could prove that the advance 
or guaranty was a loan (rather than a cap- 
ital contribution, as in a thin incorporation), 
the government was successful in contend- 
ing that the business of the corporation was 
not the business of the stockholder.” 


However, if the stockholder is able to 
convince the court that the loan was made 
in the conduct of his own business and was 
not just a loan to facilitate the corporation 
business, he will secure a business bad debt 
deduction. This type of deduction (under 
1954 Code Section 166(a); 1939 Code Sec- 
tion 23(k)(1)) is even better than the “loss 
in a profit-transaction” allowed under 1954 
Code Section 165, in that the taxpayer has 
the added advantage that the business bad 
debt loss can give rise to a net operating 
loss carry-back or carry-over in the re- 
quired situation. 


Note, however, that if a particular stock- 


holder-lender or stockholder-guarantor is 


= Ferguson, CCH Dec. 18,329, 16 TC 1248; 
Miller, CCH Dec. 20,737(M); Hickerson, CCH 
Dec. 20,734(M); Byers, CCH Dec. 20,882(M); 
Nicholson, 55-1 ustc { 9129 (1954); Reilly, CCH 
Dec. 20,819(M). 

*% Giblin, 56-1 ustc { 9103 (CA-5, 1955); Scott, 
CCH Dec. 21,231(M); Campbell, CCH Dec. 
16,611, 11 TC 510, acq., 1949-1 CB 1; Sage, 
CCH Dec. 17,848, 15 TC 299; Commissioner v. 
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in the moneylending business in some sub- 
stantial way he would have no difficulty 
securing a business bad debt loss. Some 
recent cases have even held in favor of 
business bad debt losses for nonmoney- 
lenders, as in Schaefer, CCH Dec. 21,124, 
24 TC 638, which held that the guarantee 
of completion of a film was necessary to 
finance the film for a movie producer. Tony 
Martin received a favorable ruling when 
he proved to the Tax Court that the loss he 
had sustained in lending money to his cor- 
poration was attributable to Martin’s sin- 
cere attempt to promote his individual 
business as an entertainer by having the 
corporation produce a movie starring him- 
self in an effort to re-establish his prestige. 
The court ruled that the loan was incidental 
to a valid business objective and, consequently, 
when the corporation went bankrupt with- 
out repaying the loan, Martin sustained a 
business bad debt (CCH Dec. 21,292, 25 
TC —, No. 15 (October 24, 1955)). 


In still other cases, courts recently have 
held that the stockholder-lender’s activity 
in a multiplicity of ventures was enough to 
show that he was “regularly engaged in the 
business of seeking out business opportuni- 
ties, promoting, organizing and financing 
them.” ” However, many other cases—of 
which the recent Towers case is typical— 
have held that only nonbusiness bad debts 
were allowable (CCH Dec. 21,011, 24 TC 
—, No. 27). The Second Circuit, in fact, 
has reasoned that since a sole activity does 
not constitute a business—of lending or pro- 
moting—that a combination of them should 
not (Weldon D. Smith, 53-1 uste J 9317, 203 
F. (2d) 310).” 

Many promoters are prone to substitute 
preferred stock for debt in the capital struc- 
ture of their proposed organization, in the 
innocent belief (sometimes explicitly stated 
in the prospectus) that such stock will be 
redeemed and that the proceeds of such 
redemption will pass tax free to the recip- 
ient stockholders. They reason that a re- 
turn of capital should simply reduce the 
original tax basis of the stock in the hands 
of the holder, and that only the premium 
paid upon redemption or cancellation should 
be taxed. However, Congress has foreseen 
how this technique can be abused with mal- 
Stokes, 53-1 ustc { 9164, 200 F. (2d) 637 (CA-3); 
Maloney v. Spencer, 49-1 ustc { 9176, 172 F. (2d) 
638 (CA-9). ° 

3 For a general discussion of bad-debt treat- 
ment, see Theodore Propp, ‘‘What to Do About 
Bad Debts,’’ Proceedings of the New York 


University Thirteenth Annual Institute on Fed- 
eral Taxation (1955), p. 109. 
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ice aforethought and has plugged the loop- 
hole through Sections 301-318 of the present 
Code, which provide in general (Section 
316(a)) that a distribution of property made 
by a corporation to its shareholders out of 
earned surplus accumulated after February 
28, 1913, or out of net income of the current 
taxable year, is a taxable dividend.* How- 
ever, a redemption of a “substantially dis- 
proportionate” character may not be con- 
strued to be equivalent to a dividend *—for 
example, the full redemption of one share- 
owner’s holdings without redemption of 
any others.” 


Combinations of Entities 


I have alluded above to the technique of 
organizing a complex of corporations for a 
particular project. Some thought might be 
given to the advantages of having a syndi- 
cate of wealthy investors own stock in a 
holding company which in turn holds stock 
in all the others. If successful and profit- 
able, the operating subsidiaries will pay 
dividends to the parent which, by utiliza- 
tion of its 85 per cent dividend-received 
deduction, will in effect only be taxed to 
the parent corporation at 4% per cent (30 
per cent of 15 per cent), assuming there are 
sufficient subsidiaries to keep each individ- 
ual profit at less than $25,000. Even to the 
extent that the subsidiary has net income 
subject to the surtax on incomes over 
$25,000 in any taxable year, the tax rate 
payable by the parent would be limited to 
7.8 per cent (52 per cent of 15 per cent). 
If the parent has a high proportion of its 
capital in the form of debentures, repay- 
ments of these corporate. obligations will 
enable the investors to obtain funds from 
the parent tax free.” 


Of course, after full redemption of the 
parent’s corporate obligations, the specter 
of Section 102 (now 1954 Code Sections 
531-537) on unreasonable accumulation of 
surplus will be encountered. This haunting 
problem may be put to rest by proof that 
the surplus is not beyond the reasonably 
anticipated needs of the business or—to 
dispel it completely—one may always “col- 
lapse” the parent entity by liquidating. 


*See Waldo W. Wilson, CCH Dec. 12,047, 
44 BTA 1274, aff'd, Vesper Company, Inc. v. 
Commissioner, 42-2 ustc { 9734, 131 F. (2d) 200; 
William W. Wood, 2 TCM 1010 (1943). All, 
however, were decided under old revenue laws. 

23 See, however, S. Rept. 1622, 83d Cong., 2d 
Sess., pp. 234-235. 

2% Note Zenz v. Quinlivan, 54-2 ustc { 9445, 213 
F. (2d) 914, wherein the court of appeals re 
versed the district court ruling that repurchase 
by a corporation of its own stock resulted in a 
taxable dividend; also, under the old code, 


Speculative Enterprises 


As Jackson L. Boughner has so rightly 
pointed out in the May, 1955 Journal of 
Taxation (at page 287), the structure and 
techniques outlined above can be refined 
still further if one employs a successful sub- 
sisting corporation with a sound capital 
structure to borrow from a bank and/or its 
stockholders sufficient funds to finance a 
new venture. A new corporation is formed, 
and the successful corporation pays cash 
for its capital stock. All of the advantages 
set forth above can be accomplished. The 
thin-capitalization problem will be circum- 
vented, since the subsidiary has no debt; 
the low tax rates of 4% per cent or 7.8 per 
cent will be attained at the parent level if 
the new subsidiary is profitable; the parent 
corporation will be able to pass tax-free 
funds in repaying its own loans; and, finally, 
on dissolution of the subsidiary, the parent 
can receive the assets of the new venture 
at their various bases on the subsidiary’s 
books. Mr, Boughner further points out, in- 
cidentally, that to the extent that the new 
corporation can transfer available cash or 
property in any taxable year in “excess of 
current and accumulated earnings, it is a 
tax-free return of capital.” 


Contrariwise, however, there is potential 
danger that, should the new subsidiary fail, 
the worthless stock in the hands of the 
holding company will represent a capital 
loss. Moreover, a corporation’s capital losses 
(unlike an individual’s) are offset against 
its own (and not its stockholder’s) capital 
gains for each of five succeeding years. 
Should there be no offsetting future cap- 
ital gains, these losses would be totally 
“wasted” as nondeductible (Sections 1211(a), 


39.117(d)-1(a)-(b)). 


The aforementioned could be amplified 
to include the use of complex trusts of 
various types, some taxable as partnerships, 
some as corporations and some as fiduci- 
aries. But the basic principles applicable 
to each taxable form would still hold. 


A growing and useful device for controll- 
ing funds of a closely held business, while 
minimizing the tax strain, exists in the 
creation of tax-exempt corporations (or 
trusts) and foundations. However, in or- 


Bernard A. Armour, CCH Dec. 12,810-F, and 
Fred Snite, CCH Dec. 16,311, 10 TC 523, aff'd, 
49-2 ustc { 9470, 177 F. (2d) 819 (CA-7). 

™ The collateral question of personal holding 
tax on undistributed income may arise, however. 

** For a critical discussion of the dangers in 
this trend, see the comment of Herbert A. Lig- 
gett in Federal Tax Policy for Economic 
Growth and S:ability (December, 1955), a panel 
discussion before the Subcommitfee on Tax 
Policy of the Joint Committee on the Economic 
Report. 
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ganizing these entities, the stated purpose 
must be to apply the net income towards 
recognized charitable, educational, religious, 
scientific or like purposes. Generally speak- 
ing, the creators of such tax-exempt corpo- 
rations can only derive income for their 
own personal use by the establishment of 
reasonable salary schedules for themselves, 
consonant with their responsibilities, expe- 
r:ence and proven abilities. 


In the past, some promoters have sought 
to employ a combination of tax-exempt trust 
or corporation and taxable corporation, 
wherein investors contributing initial cap- 
ital pro rata to both receive mostly bonds 
in return from the tax-exempt entity. Then 
the business activity would be divided in 
such a way that the taxable entity would 
be obligated to pay over most of its net 
income to the tax-exempt entity (perhaps 
under lease) until the latter’s indebtedness 
was repaid. The consequent saving of cor- 
porate income tax to the taxable company 
would, therefore, be accomplished without 
in any way impeding distributions to the 
investors. However, with the introduction 
into the 1954 Code of Section 503, which 
defines those prohibited transactions which 


TODAY'S PROBLEM: FOSTERING 


“What has been happening for the 
last 50 years has been a gradual re- 
placement of the individual by the 
group. 

“Despite these trends, we seem 
thus far to have gotten by; it is the 
future about which we must think. 

In every age, there have been 
new principles just around the corner 
and that corner is still ahead of us 
today. 

“Just when we will realize this 
promise of the future and how far the 
new developments will take us de- 
pends on how well we are able to 
recognize and encourage individual 
achievement. We cannot move very 
rapidly if we shut the door on our 
ablest people by absorbing them in 
the lifeless tomb of mediocrity. 


“If I were faced with a choice be- 
tween a society that sublimated the 
good with the bad, I think I would 


rather take by chances with the 
scoundrels than risk losing the creative 
force represented by the gifted in- 





*” Although Keith Funston, president of the 
New York Stock Exchange, in a speech at 
Rollins College, Winter Park, Florida, on Feb- 
ruary 27, 1956, complained that ‘‘one of the 
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can cause loss of tax-exempt status—and, 
possibly, retroactively—there is likely to be 
a great inhibition on such related structures 
as tax-avoidance devices. 

Not all of the infinite variations of the 
themes described herein have been sug- 
gested, nor have the many other instruments 
available in this great game of financial 
scheming been brought into play. But to 
the man of means interested in employing 
his resources as venture capital, it would 
appear worth while to investigate these 
various avenues so as to discover the best 
road towards tax minimization. 

Sensible as this caveat seems, the tools 
outlined have not been utilized to any great 
extent. This fact is self-evident from the 
small number of new limited partnerships 
being formed; the lack of significant in- 
crease in debt-to-equity ratios in original 
capital structure of new corporations; ™ and 
the low incidence of third-party guarantors 
of corporate debt. But barring changes in 
the federal income tax laws as they p: es- 
ently exist or the impact of other taxes, it 
is a pretty good bet that an increasing 
amount of speculative funds will be launched 
from these selected channels. [The End] 


CREATIVE GENIUS 


dividual, or what we might call the 
uncommon man. And_ behind 
every advance of the human race is 
a germ of creation growing in the 
mind of some lone individual, an 
individual whose dreams waken him 
in the night while other lie con- 
tentedly asleep. 


“We need those dreams, for to- 
day’s dreams represent tomorrow’s 
realities. Yet, in the very nature of 
our mass effort, there lies this grave 
danger—not that the individual may 
circumvent the public will, but that 
he will himself be conformed and 
shaped to the general pattern, with 
the loss of his unique, original con- 
tributions. The group nature of busi- 
ness enterprise itself will provide ade- 
quate safeguards against public affront. 
The great problem, the great ques- 
tion, is to develop within the frame- 
work of the group the creative genius 
of the individual.’—Crawford H. 
Greenewalt, president, E. I. du Pont 
de Nemours & Company, quoted in 
Tax Review. 


paradoxes of the post-war prosperity has been 
the insufficient attention to raising capital 
through issuing stock’’ whereas ‘‘corporate 
debt has more than doubled.”’ 
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Proportional Rates of Taxation 
By MORTON S. CONRAD, CPA, New York City 


The author thinks that the existing fixed-rate corporation surtax is 
not fair; he suggests instead that the rate could risé from 0 to 

22 per cent proportionately as the surtax income rises 

from $0 to $22,000 (or any other amount). The principle of 
proportional rates can be used for any tax where the bracket rates 
depend on the amount of income or the extent of the holding period. 


HE INCOME TAX LAW should be 

simple and fair. Varying rates are not as 
simple as a single rate, but varying rates are 
fairer than a single rate—when the varying 
rates are based on the ability to pay. How- 
ever, a sharp increase in rate, from one 
bracket to the next, is inherently unfair. 
The rate on the top income in the lower 
bracket is too low, and the rate on the 
bottom income in the higher bracket is too 
high. This is certainly the situation in 
present corporation income tax rates. 


The normal tax rate on corporation in- 
come is 30 per cent, and there is a 22 per 
cent surtax on income in excess of $25,000. 
If a fair rate is 30 per cent up to $25,000, it 
just cannot be fair to jump the rate to 52 
per cent on the first dollar of income above 

25,000. For the individual income tax the 
problem has been solved by the use of the 
bracket method—the income is divided into 
brackets, and a different rate is assigned to 
each bracket. The remedy suggested in this 
article is the proportional method: Increase 
the rates gradually, in proportion to the in- 
crease in income. 


Suppose that the corporation surtax rate 
increases from 0 to 22 per cent, as the sur- 
tax income increases from $0 to $22,000. On 
any amount of surtax income below $22,000, 
the highest surtax rate, in percentage, on the 
last penny of that surtax income would be 
1/1,000 of the surtax income. The average 
rate on that entire amount of surtax income 
is half of this high rate. The average rate 
applied to the entire surtax income will give 
the amount of the surtax. 


Proportional Rates 


For example, if the surtax income were 
$10,000, the highest surtax rate would be 
10 per cent, the average surtax rate would 
be 5 per cent and the surtax would be $500 
(5 per cent of $10,000). If the surtax in- 
come were $20,000, the highest surtax rate 
would be 20 per cent, the average surtax 
rate would be 10 per cent and the surtax 
would be $2,000 (10 per cent of $20,000). 


This seems simple and fair. 


The following table illustrates propor- 
tional rates for corporation surtax, if the 
rate rises proportionately from 0 to 22 per 
cent as the surtax income rises from $0 to 
$22,000 and if the maximum rate is 22 per 
cent: 

Highest Average Amount 
surtax surtax of 
rate rate 

0 % 

1% 


05% 
1,000 %o 5 % 
2,000 %o 
3,000 %o § 
4,000 %o 
5,000 % 


Surtax 
income 
$ 0 

100 


10,000 % 
11,000 % 
12,000 % 


15,000 % 


18,000 %o 
19,000 %o 
20,000 %o 
21,000 





Highest 
surtax 


Amount 
of 


Average 
Surtax surtax 
income rate rate surtax 
$22,000 22 % 1l @&% $2,420 
On surtax income above $22,000, the amount 
of surtax is $2,420 plus 22 per cent of the 
surtax income in excess of $22,000. 

Note: On surtax income below $22,000, 
the rate is proportional to the income and 
the tax is proportional to the square of the 
income. 


Simple short-cut instructions for the com- 
putation of the corporation surtax at the 
suggested proportional rates (with the same 


rise in surtax income and the same maxi- 
mum rate) are as follows: 
Case A: Surtax income below $22,000: 
(1) Enter income—for example.. $5,500. 
(2) Multiply line 1 by 1/2,000, to 
get average rate (in %).... 
(3) Multiply line 1 by line 2, to 
get amount of surtax 
Case B: Surtax income above $22,000: 
(1) Enter income—for example. $55,000. 
(2) Enter maximum rate 22%. 
(3) Multiply line 1 by 22%..... .$12,100. 
(4) Enter fixed amount of $2,420.. $2,420. 
(5) Line 3 minus line 4 is the 
amount of surtax on line 1.. $9,680. 


2.75%. 


Individual 


INCOME 
IN 
BRACKET 


UNDER PRESENT RATES 


Conversion of * 
Present Rates to 
Proportional Rates 

Low High 


19% 21% 
21% 23% 
23% 29% 
29% 31% 
31% 37% 
37% 39% 
39% 47% 
47% 47% 
47% 53% 
53% 53% 
53% 59% 
59% 
59% 
61% 
63% 
65% 


Taxon 
Cumulative 
Income 


$ 400 
840 


1,360 
1,960 
2,640 
3,400 
4,260 
5,200 
6,200 
7,260 
8,380 
9,560 

10,740 
11,980 
13,220 
14,460 
15,760 
17,060 
18,360 
22,500 
26,820 
34,320 
42,120 
50,220 
58,620 
67,320 
111,820 
156,820 


Tax on 
Bracket 
Income 


$ 400 
440 


520 
600 
680 
760 
860 
940 
1,000 
1,060 
1,120 
1,180 
1,180 
1,240 
1,240 
1,240 
1,300 
1,300 
1,300 
4,140 
4,320 
7,500 
7,800 
8,100 
8,400 
8,700 
44,500 


Cumulative 
Income 


$ 2,000 
4,000 
6,000 
8,000 

10,000 
12,000 
14,000 
16,000 
18,000 
20,000 
22,000 
24,000 
26,000 
28,000 
30,000 
32,000 
34,000 
36,000 
38,000 
44,000 
50,000 
60,000 
70,000 
80,000 
90,000 
100,000 
150,000 


Rate on 
Bracket 


20% 
22% 
26% 
30% 
34% 
38% 
43% 
47% 
50% 
53% 
56% 
59% 
59% 
62% 
62% 
62% 
65% 
65% 
65% 
69% 
72% 
75% 
78% 
81% 
84% 
87% 
89% 
90% 
91% 


$ 2,000 
2,000 
2,000 
2,000 
2,000 
2,000 
2,000 
2,000 
2,000 
2,000 
2,000 
2,000 
2,000 
2,000 
2,000 
2,000 
2,000 
2,000 
2,000 
6,000 
6,000 

10,000 
10,000 
10,000 
10,000 
10,000 
50,000 
50,000 


Excess 


59% 
61% 
63% 
65% 


65% 
73% 
74% 
76% 
80% 
82% 
86% 
88% 
9% 
0% 


65% 
73% 
74% 
76% 
80% 
82% 
86% 
88% 
90% 


1 Note that conversion of present rates to proportional rates gives uneven increases. 
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The principle of proportional rates could 
be used for the corporation normal tax, for 
the individual income tax, and for other 
taxes. It could also be used to vary the per- 
centage of capital gain taken into account, 
when the percentage is dependent on the 
holding period. Proportional rates need not 
start at 0, but could start at any percentage; 
the only requirement is that the increase in 
rate be proportional to the increase in income 
(in the case of the tax on capita] gains, the 
rate could decrease as the holding period 
increased). The bracket system could be re- 
tained—that is, the rate of progression (1 
per cent per $1,000, % per cent per $1,000, 


Income Tax 


or any percentage per any amount) could be 
different in the various brackets. That would 
mean fewer statutory brackets, with larger 
amounts in each bracket, than under the 
present law. 

Mathematical'y, the method of propor- 
tional rates would give the same result as 
the bracket method (1) if the amount of in- 
come were the same in each bracket, (2) if 
the increase in rate were uniform for each 
bracket (that is, if the difference in rate be- 
tween any bracket and the next were always 
the same) and (3) if the muwmber of brackets 
(and the number of rates) were increased 
without limit. 


UNDER SUGGESTED CHANGE IN RATES* 


_ 


Tax on Tax on 
Bracket 


Income 


$ 340 
420 
500 
580 


Income 


$ 340 
760 
1,260 
1,840 
2,500 
3,240 
4,060 
4,960 
5,940 
6,980 
8,060 
9,180 
10,340 
11,530 
12,740 
13,970 
15,220 
16,490 
17,780 
21,770 
25,940 
33,190 
40,740 
48,590 
56,740 
65,190 
108,690 
153,190 


7,550 
7,850 
8,150 
8,450 
43,500 
44,500 


Cumulative 


Decrease in Tax from 
Present Rates to 
Suggested Rates 
On On 

bracket cumulative 

income income 


$ & 
20 80 
100 
120 
140 
160 - 
200 
240 
260 
280 
320 
380 
400 
450 
480 
490 
540 
570 
580 
730 
880 
1,130 
1,380 
1,630 
1,880 
2,130 
3,130 
3,630 
$3,630 
plus 1% of 
income above 
$200,000. 


Cumulative 


20 
20 
20 
20 
40 
40 
20 
20 
40 
60 
20 


income 


2 The suggested change in rates gives even increases within each of five brackets, from $0 to 


$18,000, from $18,000 to $26,000, etc. 
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Instructions for Computation of Individual Income Tax 
at Suggested Proportional Rates 


The tax rate starts at 15 per cent. On the first $18,000 of income, the tax rate increases 
proportionately to 51 per cent. On the next $8,000 of income, the tax rate increases propor- 
tionately to 59 per cent. On the next $24,000 of income, the tax rate increases proportion- 
ately to 71 per cent. On the next $50,000 of income, the tax rate increases proportionately 
to 86 per cent. On the next $100,000 of income, the tax rate increases proportionately to 
90 per cent. The final rate, on income above $200,000, is 90 per cent. 


$18,000 $26,000 $50,000 $100,000 
Below to to to to Over 


Income $18,000 $26,000 $50,000 $100,000 $200,000 $200,000 
a b c d e f 
1. Enter taxable income— 


for example . $4,560 $22,560 $30,560 $54,560 $104,560 $204,560 


. Subtract income subject 

to tax at lower bracket 

rates .. $ OO $18,000 $26,000 $50,000 $100,000 $200,000 
. Income which deter- 

mines rates in final 

bracket—line 1 minus 


line 2 $4 $4,560 $4560 $ 4,560 


. Low rate for final 
bracket—% ad ee 51 59 71 


. Increase over low rate: 
a. 1/1,000 of line 3 
(point off three 
places) a." 
. %/1,000 of line 3 
(point off three 
places and divide 
by two 
>. %/1,000 of line 3 
(point off three 
places and divide 
by four) Ee 
. 14%/10,000 of line 3 
(point off four places 
and multiply by 1%) 
». 2/100,000 of line 3 
(point off five places 
and multiply by two) 
f. none 


. Average rate for final 
bracket —line 4 plus 


line 5 .. 19.560 53.280 60.140 71.684 86.0912 


. Tax for income in final 
bracket—line 3 multi- 


plied by line 6 $891.94 $ 2,429.57 $ 2,742.38 $ 3,268.79 $ 3,925.76 $ 4,104.00 


. Enter tax on amount 


in line 2 . $ 0 — $ 5,940.00 $10,340.00 $25,940.00 $ 65,190.00 $153,190.00 


. Total tax on line 1— 


line 7 plus line 8 $891.94 $ 8,369.57 $13,082.38 $29,208.79 $ 69,115.76 $157,294.00 
[The End] 
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Statutory Solution to the 
Court Holding Company Enigma 


By JACK E. ROBERTS 


Although the treatment accorded to liquidating corporations by Section 337 
is conceded by this writer to be far superior to the uncertainties 

facing owners prior to its enactment, many questions come up as to 
interpretation of that section, as a consequence 


of implicit ambiguities. 


Will these prove to be almost as much 


a “trap for the unwary’’ as were the old, enigmatic rules? 


He suggests revisions which he feels 


would substantially eliminate pitfalls still embraced by the law. 


HE TAX CONSIDERATIONS inher- 


ent in corporate liquidations have been 
greatly simplified. It is now possible for 
both publicly held corporations and those 
which are closely held to plan their liquida- 
tions in a manner that will avoid the double 
tax which the Commissioner has so long 
sought to exact. By following the mandates 
of Section 337, which was added to the 
Internal Revenue Code in 1954, a dissolving 
corporation need no longer be forced to 
resort to unnatural means of liquidation, 
but may choose the method most advan- 
tageous to it, and expect to be taxed equally 
regardless of the method chosen. Obvi- 
ously, a plan with this effect is difficult to 
perfect, and the one adopted is not without 
problems. 

Congress has fallen far short of its ex- 
pressed intention, that is, “to provide a 
definite rule which will eliminate any un- 
certainty.”* While they have generously 
offered nonrecognition of gains to such 
corporations as are able and willing to meet 
the requirements which have been estab- 
lished, there is no treatment at all suggested 
for those who do not, for any of various 
reasons, meet these requirements. There 
is no insight whatsoever given as’ to what 
treatment will be accorded to a corporation 
which is forced to take 24 (or even 13) 


1H. Rept. No. 1337, 83d Cong., 2d Sess. 
(1954), p. A106. 

2 Commissioner v. Court Holding Company, 
45-1 usrc { 9215, 324 U. S. 331. 


Court Holding Company Enigma 


months in which to complete its liquidation, 
or one which cannot sell its inventory to a 
single person. Presumably, its shareholders 
would be compelled to resort to the am- 
biguous and uncertain rules which have 
been developed by the courts. Therefore, 
the Court Holding Company enigma has not 
been removed, but only confined. Fortu- 
nately, the requirements are not so string- 
ent that they will preclude a great percentage 
of liquidating corporations from applying 
Section 337. Nevertheless, many questions 
arise in the interpretation of this section, 
as a consequence of the uncertainties and 
ambiguities implicit therein which may prove 
to be almost as uch the “trap for the un- 
wary,” which Congress desired to eliminate, 
as were the rules under the Court Holding 
Company* and Cumberland Public Service 
Company® decisions. 


The most controversial provision of this 
new treatment will probably be the apparent 
disregard of the Congressional desire for 
certainty by the regulations in their rules 
for ascertaining the “date of adoption” of 
the liquidation plan. Since, by the rule of 
Section 337, this “date” marks the beginning 
of the 12-month period in which all trans- 
actions incident to the liquidation must be 
completed, it is vitally important to know 
what this “date” is in order to insure com- 


*U. 8. v. Cumberland Public Service Com- 
pany, 50-1 ustc J 9129, 338 U. S. 451. 





The author is currently associated with 
the staff of the George Washington Uni- 
versity Law School as a teaching fellow 


pletion before 12 months have elapsed. In 
the proposed regulations, the Internal Rev- 
enue Service promulgated a rule which 
allowed this “date” to be pushed back, even 
before any resolution by the shareholders 
authorizing the liquidation, to “the date on 
which occurs the first step in the execution 
of such plan.”* This rule was, without 
doubt, proposed because of the possibility 
under the wording in the statute that a cor- 
poration with some assets which have ap- 
preciated in value and some which have 
depreciated, and for which there was 
thought of liquidation, could fully realize 
all losses on its depreciated assets prior 
to the “date of adoption” of the plan. The 
corporation could thereby use these losses 
to offset gains made in the ordinary course 
of business during its final year while ob- 
taining nonrecognition of the gain on the 
sale of all assets which had appreciated in 
value. This regulation would then permit 
the Commissioner to move the “date” back 
to that of the loss sale in order to force 
nonrecognition of the loss as well as of the 
subsequent gains. However, it would also 
have the effect of advancing the close of 
the 12-month period in which the liquidation 
must be completed. The only guidance 
offered to taxpayers as to when this might 
be done and to what extent was that “con- 
sideration will be given to the dates of 
any sales of property . .. not ordinarily 
made in the conduct of the business as well 
as to all other relevant facts and circum- 
stances.” 

Section 1.337-2(b) was substantially re- 
vised when republished in the final regula- 
tions released last December,’ and the 
language of each of the above quotations 
has been deleted. However, rather than 
removing the perils which had been injected 
into this area by the temporary regulations, 


Sec. 


* Proposed regulations, 
Federal Register 8237 (1954). 
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the final regulations have only made them 
less obvious to the “unwary.” It is ac- 
knowledged that “ordinarily” the 12-month 
period will commence on “the date of adop- 
tion by the shareholders of the resolution 
authorizing the distribution of all the assets 
of the corporation ....”* This statement 
was enlarged by the concession that if “sub- 
stantially all” of the corporation’s property 
is sold prior to such authrization or if “no 
substantial part” has been sold before such 
time, such date will definitely be treated 
as the statutory “date of adoption.” How- 
ever, the only light now shed on the treat- 
ment of a substantial loss sale prior to 
shareholder authorization is the statement: 
“In all other cases the date of adoption 
of the plan of liquidation shall be deter- 
mined from all the facts and circumstances.” 
No indication now appears in the regula- 
tions of the extent to which this provision 
may be expanded, but only a caveat framed 
in such general words that the reader must 
be completely familiar with the problem 
in order to realize the potential in such 
phrasing. 

Redetermination of this “date” would, of 
course, also advance the close of the 12- 
month period in which the liquidation must 
be completed. This would not seem too 
harsh if the redetermination were made 
at the time. But since such a conclusion 
could not possibly be reached by the Com- 
missioner prior to the completion of the 
liquidation process, a corporation which 
relied on the resolution date and did not 
finish the distribution until near the close 
of the 12-month period following such reso- 
lution may subsequently be denied nonrec- 
ognition because of an innocent loss sale 
some months before any thought of liquida- 
tion. This result is made even more severe 
by the fact that the statute does not provide 


5 20 Federal Register 8875 (1954). 
* Sec. 1.337-2(b). 
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for an extension of the 12-month period 
regardless of how extenuating the circum- 
stances may be. Although there is justi- 
fiable cause for concern that without this 
rule Section 337 would often be used as a 
tax-avoidance method, the solution which 
has been presented seems to be not only 
unduly harsh, but unwarranted by the 
statute, especially in view of the legislators’ 
expressed intent to be definitive. It cer- 
tainly requires extreme care on the part 
of those who may be_ contemplating 
dissolution. 

If the sole result of this rule were to be 
the inclusion of a loss sale made shortly 
before the “date of adoption” within the 
nonrecognition provisions, it would seem 
completely justified. But by advancing, in 
retrospect, the entire period during which 
the liquidation must have been completed, 
and thereby denying the benefits of this 
provision to such corporations, the Com- 
missioner has eliminated much of the benefit 
and certainty of this section, since the rule 
necessarily must apply as well to those 
without tax avoidance motives as to those 
with such motives. 

The concern of the Internal Revenue 
Service that Section 337 would be used for 
tax avoidance purposes if allowed to remain 
without further restrictions in the regula- 
tions is understandable, for the statute has 
left an obvious loophole in the law. The 
end, however, simply does not justify the 
means to which the Service has resorted. 
A much more reasonable answer to this 
problem would appear to be a mere inclu- 
sion within the nonrecognition treatment 
of any loss sale made shortly prior to the 
“date of adoption.” This simple solution 
would have the following effect: (1) It 
would eliminate the advantage of loss sales 
shortly before the beginning of the non- 
recognition period (as do the regulations 
already proposed), but (2) the 12-month 
period which was used by the taxpayer 
corporation, and upon which it relied in 
performing the dissolution, would not be 
disturbed. Therefore, it would prevent an 
innocent corporation’s losing the entire bene- 
fit of the section due to a subsequent deci- 
sion by the Commissioner to include a prior 
loss sale while also preventing the inten- 
tional extension of the benefits of nonrec- 
ognition over a period longer than the 
12-month limitation adopted by Congress, 
except by including a prior loss sale, for 
this rule would not lengthen the period, 

7 Proposed regulations, Sec. 1.337-2(a). 


* Regulations cited at footnote 5, Sec. 1.337-2 
(a). 
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but would merely include prior loss sales. 
Therefore, this much simpler remedy re- 
solves all of the evils which the regulations 
seek to correct with a definitive consistency 
commensurate with the intent of Congress, 
and without the harmful effect possible 
under the current rule. 


The second equivocation found in the 
regulations, though not as serious as the 
first mentioned, seems to fall short of pro- 
viding the dependable rule which was 
sought. Instead of providing a precise 
standard by which it could be determined 
whether a sale should be deemed to have 
occurred within the 12-month period, the 
proposed regulations stated that “the date 
on which a sale or exchange occurs shall 
be determined from all the facts and cir- 
cumstances.”* Although it was specified 
that negotiations with a view towards sale 
should be disregarded, little guidance was 
offered other than the above quotation as 
to when—if not the date of the actual 
consummation—the sale shall be deemed to 
have occurred. The final regulations have 
added a substantial contribution toward the 
desired certainty by adding the thought that 
the date of sale should depend “primarily 
upon the intent of the parties to be gathered 
from the terms of the contract and the 
surrounding circumstances.”* In addition, 
a distinction is drawn between an executory 
contract to sell and a contract of sale, and 
the statement is made that “ordinarily” a 
sale under the statutory concept has oc- 
curred only on the execution of the latter. 


The problem of ascertaining this date on 
which a sale occurred should and could 
easily be remedied by a clear statement that 
a sale shall be deemed to have occurred at 
the time of the “passage of title and other 
legal requirements under the local law 
applicable thereto,” as suggested by the 
House report.’ This could be accomplished 
by either legislative enactment or an amend- 
ment to the proposed regulations, since 
there is nothing in the statute as it is pres- 
ently constituted which would preclude such 
an administrative interpretation. This ac- 
tion would seem to be dictated by the 
oft-expressed Congressional intent for 
“definitive” rules. 


If a subsidiary is liquidated in accordance 
with the rules set forth in Section 334(b) 
(2), the adjusted basis of its stock owned 
by a parent-distributee becomes the basis 
of property received in the distribution. 


* Report cited at footnote 1, at p. A107. 
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In a very complicated manner, Section 337 
(c)(2)(B) apparently allows the liquidating 
subsidiary to assume its parent’s basis for 
any sale made by it during the liquidation. 
This is done by limiting the section’s non- 
recognition benefits in such a sale to “the 
excess of (i) that portion of the adjusted 
basis [in the hands of the parent 
corporation] of the stock of the liquidating 
corporation which is allocable . . . to the 
property sold or exchanged, over (ii) the 
adjusted basis, in the hands of the liquidat- 
ing corporation, of the property sold or 
exchanged.” ” 

Under this rule, if a corporation were 
to pay $100 for all of the stock of another 
corporation whose assets had a basis to it 
of $60 and the assets. were to be sold for 
. $120, in a liquidation to which Section 334 
(b)(2) would apply, only the $20 increment 
after the purchase would be recognized to 
the subsidiary. If four fifths of the stock 
of the same corporation were purchased for 
$80, all other facts being similar, the $80 
would then become the basis of the parent’s 
share (four fifths) of the assets if they 
were distributed. Therefore, it would seem 
that the amount which is not recognized 
on a sale of the assets would equal the 
excess of this $80 stock basis over the 
basis of the parent’s share (four fifths) of 
the assets, which is $48. Section 337 
would then apparently apply to the $32 
excess, and only $28 of the $60 gain would 
be recognized to the subsidiary. 

However, this is not the case, for the only 
allocation provided by the statute would be 
that of the parent’s stock basis of $80 to 
the property sold. Since all of the assets 
were sold, the entire stock basis must be 
allocated thereto. No provision has been 
made for an allocation of the subsidiary’s 
$60 property basis between the stock held 
by the parent corporation and that held by 
the minority interests. Therefore, the amount 
to which Section 337 will apply is the ex- 
cess of the $80 stock basis over the $60 
basis of the property sold, which the pro- 
posed regulations specified must be “un- 
reduced by any amount applicable to minority 
interests.” Since only $20 is not recog- 
nized thereby, the subsidiary will be forced 
to recognize a $40 gain on the sale—$12 
more than it should have to recognize if 
the regulations provided treatment for this 
type of transaction which was consistent 
with the treatment afforded when the parent 
purchases all of the stock of the subsidiary. 


% Code Sec. 337(c)(2)(B). 
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Were an individual to purchase the same 
stock, Section 337 would be applicable to 
the entire gain and none would be recog- 
nized to the liquidating corporation, thus 
highlighting the inconsistency even further. 
The inequities here become more apparent 
by considering the treatment of the minority 
shareholders in the second example who 
suffer from the nonapplicability of Section 
337 both to the parent’s share of the gain 
and to their own as well, simply because 
the purchaser of the bulk of the stock hap- 
pened to be a corporation. 


Section 334(b)(2) has provided, for those 
parent corporations qualifying under it, a 
method for determining the basis of prop- 
erty received in liquidation which is similar 
to the treatment of individuals under like 
circumstances. The policy thereof seems 
wise, and there appears to be no reason 
why it should not be extended to cover 
property which may be sold during the 
transaction as well as that which is re- 
tained. This could be realized by allowing 
the application of this section to such 
corporations without the restrictions which 
are contained in the present statute. This 
result would, of course, necessitate statu- 
tory amendment eliminating the effect of 
subparagraph (B) of Section 337(c)(2), 
which contains these restrictions. In lieu 
of this, the inconsistency could be lessened 
by altering the treatment detailed in the 
proposed regulations so that consideration 
will be given to minority interests. This 
would not be as satisfactory as an amend- 
ment to the Code, but would eliminate at 
least a portion of this arbitrary and unneces- 
sary diversity in treatment. 


The treatment accorded to liquidating 
corporations by Section 337 must be con- 
ceded to be immeasurably superior to the 
vague enigma facing owners prior to its 
enactment. The goal has not yet been 
reached in this respect, however. The 
problems and uncertainties that remain, 
while not affecting as many, will still cause 
a great deal of confusion among those 
whom it does affect. An understanding of 
the demands made by the present law 
which have been stressed herein would help 
to relieve the confusion and to avoid the 
pitfalls still embraced by the law. The 
simple revisions suggested herein would 
substantially eliminate these pitfalls and 
offer the business world the precise stand- 
ard that it needs and deserves. 


[The End] 


1 Regulations cited at footnote 5, Sec. 1.337-4 
(c). 
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A Pressing Social Problem 


Economic Needs of Older People. John J. 
Corson and John W. McConnell. The Twen- 
tieth Century Fund, 330 West 42nd Street, 
NeW York 36, New York. 1956. 533 pages. 
$4.50. 


This study is a survey of one of the na- 
tion’s most compelling social problems. Any 
person, in a public or private capacity, who 
is interested in any phase of the pressing 
problem of older persons in our society— 
or in his own future—will find this book 
a source of authoritative and useful infor- 
mation, 


Of the increasingly large sector of our 
population over 65, it is estimated that 36 
per cent have no income of their own; 38 
per cent have a yearly income under $1,000; 
and 11 per cent have an income between 
$1,000 and $2,000. Fifteen per cent have an 
income of $2,000 or more. 


The study gives a comprehensive survey 
of the entire problem of older and retired 
persons, with an emphasis on economic 
factors. The following facts highlight some 
of the findings of the 500-page report. 


Older persons (those over 65) are steadily 
increasing in number in relation to the total 
population. Since 1900 the number of per- 
sons 65 and over in the United States has 
quadrupled, while the total population has 
only doubled. Their number is now close 
to 14 million. Fifty-two per cent are women 
and the proportion of women is even greater 
among persons aged 70 and over. Most of 
the women and one third of the men are 
widowed, divorced or single. 


An analysis of the over-all financial status 
of older people shows that: (1) More aged 
persons are in the low-income groups than 
would be expected from their proportion 
in the population; (2) old people constitute 
a smaller-than-proportionate share of all 
persons in the middle-income groups; and 
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(3) on the other hand, the aged make up 
a larger-than-proportionate share of persons 
in the high-income group. 


Two causes of unemployment strike older 
workers hardest—the replacement of human 
skill by machines and the relocation of 
plants. The chief barrier, however, to em- 
ployment for older workers seems to be the 
widely held belief that men or women who 
have reached a certain arbitrary age are not 
going to make good workers regardless of 
the fact that individual abilities vary ir- 
respective of age. 


Satisfaction with their conditions of re- 
tirement, whether voluntary or involuntary, 
seems to vary with income levels. Seventy- 
three per cent of people with an income of 
$5,000 or over expressed general satisfaction 
with retirement status; but of those with 
incomes between $1,000 and $2,000, only 52 
per cent liked it, and of those with less than 
$1,000, only 38 per cent found retirement 
satisfactory. 


Most of the older people who are still at 
work live where they have spent their active 
lives. In New England, he aged constitute 
a larger proportion of the total population 
than elsewhere. Southern California, pen- 
insular Florida, and eastern Texas are the 
principal areas to which old people have 
migrated in the past two decades. The pro- 
portion of the aged in the population of 
California and Florida—7.9 and 7.6 respec- 
tively—is still below that of the national 
average. 


As a result of the shift of population from 
farm to city, four fifths of the aged live 
in cities and towns. Among unmarried 
older persons, the proportion is even higher. 
Relatively few of the larger cities, however, 
attract significant numbers of elderly men 
and women from elsewhere. The exceptions 
are Los Angeles, San Diego, Seattle, Dallas, 
Houston, Memphis, Atlanta, Miami and Jack- 
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sonville. State capitals and university towns 
seem to attract old people and to afford the 
type of life sought by those who migrate. 


About 80 per cent of the persons in the 
nonfarm population over age 65 maintain 
independent households. Of these, 68 per 
cent own the homes in which they live, as 
compared with 53 per cent of the total 
population. 


Accompanying the study is a report of the 
Twentieth Century Fund’s special Commit- 
tee on the Economic Needs of Older 
People, which is headed by Arthur H. 
Dean of the law firm of Sullivan and Crom- 
well. This group of experts in the field has 
reviewed the findings and made recommen- 
dations of central principles aimed at help- 
ing to solve some of the problems discnssed. 
The committee report is carried as the final 
chapter of the study. 


The committee advocates a three-pronged 
program shared by the individuals them- 
selves, by employers and unions, and by the 
government to meet the problems of eco- 
nomic insecurity faced by older people today. 


While generally approving the federal 
social security and other programs, the 
committee feels that the government should 
also include provisions for income to totally 
and permanently disabled persons, including 
those under 65. The committee further 
urges the government to study the ad- 
ministrative feasibility of a sliding scale 
of social security payments, so arranged 
that a person to whom work was offered 
would always find it profitable to take it. 

In addition to measures to insure ade- 
quate economic security, the committee 
believes, older people must be provided with 
services which will promote their general 
well-being, such as homemaking assistance 
in their own homes or placement in appro- 
priate foster homes at their own or public 
expense. 

Discussing the role of the individual in 
providing financial stability for old age, 
the committee says that each person has the 
responsibility—as a right and a duty—of 
making whatever contribution he can to- 
ward his own support and that of his family 
during the later years of ‘life. Equally im- 
portant is the principle that the individual 
must have adequate opportunity to earn. 


Both employers and unions should en- 
deavor to provide greater opportunities for 
the productive employment of older people 
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who can and want to work. The committee 
questions the rigidity of retirement systems 
as presently established. A contributory 
retirement plan offers employees a syste- 
matic way to accumulate savings and is 
in keeping with our traditions of individual 
initiative and thrift. 

Experience has demonstrated that govern- 
ment must play a basic role in providing for 
the well-being of older people not only in 
social security programs but also in control- 
ling inflation, regulating investment of pri- 
vate pension reserves, and in other ways. 

A majority of the committee recommends 
that old-age and survivors insurance be ex- 
tended to cover all gainfully employed 
persons, The committee finds no present 
need to alter arrangements for financing 
federal old-age and survivors insurance. It 
recommends that Congress appoint an ad- 
visory council representing workers, in- 
dustry and the general public to consider 
various potential methods of long-range 
financing in the light of purposes and needs 
of the program and the best interests of 
our economy. The committee believes that 
the states should assume an increasing share 
of the financial responsibility for public 
assistance to needy old people. 


Taxes on Smokes 


Cigaret Taxes in the United States. To- 
bacco Tax Council, Richmond, Virginia. 
1955. 58 pages. 


Consumers of cigarets and other tobacco 
products pay more than $2 billion annually 
to the federal, state and local governments 
in the form of excise taxes on these prod- 
ucts. These taxes alone account for more 
than 50 per cent of the prices which consum- 
ers pay for their smoking pleasure in some 
of the states, this book reveals. 

All statistical data contained in this re- 
port have been compiled from official gov- 
ernmental records and other reliable sources. 
The booklet contains 28 charts and tables 
which clearly illustrate the material discussed. 


“Tt is hoped that this document will serve 
two main purposes: First, as a constructive 
reference for those who carry the responsi- 
bility of making the laws affecting the 
taxation of tobacco products, and, secondly, 
as a means of bringing to the attention of 
the millions of tobacco users throughout the 
nation the magnitude of the tobacco tax bur- 
den and the extent to which tobacco taxes 
have developed far beyond the point of rea- 
sonableness and equity.” 
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Articles 


One Hundred Sections Under ‘*C’’ 


This is a review of ‘Something New 
Under the ‘C’,"” by Aaron L. Danzig 
and Stephen T. Dean. lowa Law Re- 
view, Spring, 1956. 


Both authors are attorneys, Mr. Danzig 
in New York City and Mr. Dean in 
Philadelphia. 


Section 300 to Section 400, comprising 
Subchapter C of the 1954 Code, wrought 
many changes in corporate taxation con- 
cepts. This article highlights these changes. 
The article groups its discussion under the 
following headings: organization, distribu- 
tions, stock redemptions, corporate liquida- 
tions, stock redemptions in the guise of sales 
to related corporations, redemptions to pay 
death taxes, anti-bail-out Section 306, effect 
of the distribution upon the distributing 
corporation, corporate reorganizations, cor- 
porate divisions, the area of taxable “boot” 
and carry-over of tax attributes to succes- 
sor corporations. 


Discussing Section 306, which “attacks 
corporate bail-out at the level of the share- 
holder who has caused the tax-free issuance 
of a stock dividend,” the article states that 
the section “has a potential which cannot 
be judged accurately at this time.” The 
authors see the possibility that Section 306 
might be avoided altogether if the courts 
require only technical compliance with its 
provisions. As an example they predicate a 
person owning all of the stock of one cor- 
poration transferring it to a new corporation 
in return for common and preferred stock 
of the new corporation. Since the common 
and preferred stock of the new corporation 
now represents the common stock of the 
first corporation (which is its subsidiary), 
and since the new corporation had no earn- 
ings when its stock was issued, by the 
literal terms of Section 306(c)(2), the pre- 
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ferred stock would be exempt from the 
consequences of Section 306. The authors 
query whether the later liquidation of the 
first corporation into the second, under 
tax-free Section 332, would have the effect 
of converting the new corporation’s pre- 
ferred stock into Section 306 stock. 

Section 3ll(a) of the 1954 Code is de- 
scribed as partially adopting the judicial 
rule of General Utilities & Operating Com- 
pany v. Helvering, 296 U. S. 200 (1935). This 
section states that no gain or loss will be 
realized by the distributing company upon 
a distribution of its property and stock, 
which has a cost basis different from its 
fair market value. Several exceptions to 
this rule include that of Section 311(b), 
which requires that the corporation be taxed 
on the excess of normal inventory value 
over the lower “last in, first out” inventory 
value, and Section 453(d), which requires 
that the corporation be taxed on the excess 
of the fair market value of installment obli- 
gations distributed over the tax basis of 
such obligations. 


States Need Tax Break 


This is a review of ‘‘State Taxation of 
Federal Contractors: A Proposal,"’ by 
Arthur S. Miller. Journal of Public Law, 
Fall, 1955. 


The author is an associate professor of 
law, Emory University. 


Turnabout is not always fair play. In 
1819, Chief Justice John Marshall enunciated 
a cliché that “the power to tax involves the 
power to destroy.” He said this in his deci- 
sion in McCulloch v. Maryland, 4 Wheat. 
(U. S.) 316, 431 (1819), in striking down 
a state tax upon the Bank of the United 
States and establishing the doctrine of con- 
stitutional immunity of federal instrumen- 
talities from taxation. 
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A present-day view, as noted in this ar- 
ticle, is that of Representative D’Ewart of 
Montana: “Today this original con- 
cept [enunciated by Marshall] is now avail- 
able as a tool for the former potential victim 


to throttle the former potential destroyer.” 


This turnabout has evolved from the in- 
creased importance of the national govern- 
ment in relation to other governmental 
units. Huge defense expenditures have nec- 
essitated huge tax revenues. The federal 
government today dominates the tax picture 
in the United States and its expenditures 
constitute a large part of the nation’s busi- 
ness, The federal government is a large 
property owner—25 per cent of the land 
area of the United States is owned by it. 
On some of this land are located defense 
production facilities, owned by the govern- 
ment but leased to federal contractors. 

The article concerns itself with the need 
of state and local governments for addi- 
tional income and with the feasibility of 


utilizing federal contractors and federal 
defense facilities as sources for the needed 
revenue. 

It appears rather anomalous that the fed- 
eral government, recognizing the plight of 
the states, annually transfers to the states 
more than $2 billion, chiefly under the 
program of grants-in-aid, yet attempts to 
withhold revenue from the states by deny- 
ing them the power to tax its operations. 


The articles acknowledges the argu- 
ment that “benefits to the local communities 
do flow from the presence of facilities and 
contracts of the national government,” but 
it calls attention to the fact that these 
facilities and contracts create additional 
burdens. “School systems are overtaxed, 
fire and police protection must be expanded, 
street maintenance costs go up—these plus 
the reduction in revenue, at times offsets, at 
other times exceeds, benefits derived from 
the presence of industry.” 

The article calls for a recognition of the 
problem as one of fiscal equity—of making 
state and local governmental units financially 
viable. Referring back to Marshall's cliché, 
the article states: “Arguments that im- 
munity from taxes is necessary to prevent 
destruction of the national government are 
no longer tenable (perhaps they never 
were).” 

Congress has power to enter the field, and 
it can permit state taxation of federal land 
and federal contractors if it wishes. The 
article suggests that legislation along the 
following lines would be in order: 
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“1. Federal procurement agencies should 
be directed to cease trying to avoid state 
and local taxes wherever possible. A policy 


of reimbursing contractors for all nondis- 
criminatory state and local taxes paid should 
be instituted. This suggestion has several 
facets: 


“(a) Federal procurement agencies should 
cease making use of the partial-payment as 
a device to avoid taxation; 


“(b) The agency technique utilized in the 
Kern-Limerick case (Kern-Limerick, Inc. v. 
Scurlock, 347 U. S. 110 (1945)) should be 


eliminated insofar as it relates to avoidance 
of taxes; 


“(c) Attempts to make use of the con- 
stitutional immunity from state taxation at- 
taching to interstate commerce should be 
precluded; 


“(d) Attempts to have the federal govern- 
ment designated as the ultimate purchaser 
so as to take advantage of “resale” provi- 
sions of sales taxes should be precluded; 


“(e) Taxation of personal property (work 
in process) should be allowed until such 
time as the government takes actual physical 
possession of the items. 


“2. Defense production facilities should 
be made fully amenable to state and local 
taxation in the same fashion as privately- 
owned property. Any other federally-owned 
property used in a proprietary capacity 
should be similarly treated. 


“3, Since one of the chief arguments in 
favor of avoiding state and local taxation 
is that of economizing and not dissipating 
procurement appropriations (particularly those 
of the military services), special arrangements 
should be made in the national budget to 
take care of such tax payments. The pro- 
curement agencies could be reimbursed 
from some special appropriation, or some 
other similar system could be established.” 


Farm Cooperatives 

and Patronage Dividends 
This is a review of “The Farmer, the 
Cooperative, and the Commissioner,”’ 
by George E. Couper. Hastings Law 
Journal, February, 1956. 


The author is assistant counsel, Cali- 
fornia Farm Bureau Federation. 


If, as this article states, “almost every 
attorney except the most specialized will 
eventually have some contact with a farmer 
cooperative,” the subject of the article, the 
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taxation of farmer cooperatives and of their 
farmer members, should be of wide interest. 


The comprehensive tax exemption given 
to farmers’ cooperatives in 1926 was altered 
by the 1951 Revenue Act, which subjected 
exempt cooperatives to corporate normal 
taxes and surtaxes. However, the coopera- 
tives still enjoy a favored position, since 
the amendments granted them special de- 
ductions not allowed the ordinary corpora- 
tion. These include patronage dividends, 
capital stock dividends and patronage dis- 
tributions derived from nonpatronage in- 
come. In order to make the latter two 


deductions, the cooperative must meet eight 
separate tests laid down by the 1926 Rev- 
enue Act, but exempt and nonexempt co- 
operatives, alike, may deduct patronage 
dividends. 

What confusion there exists in the taxa- 
tion picture of the farmers’ cooperatives 
seems to appear in the farmer’s treatment 
of the patronage and other dividends he 
receives from the cooperative of which he 


is a member. 


Patronage dividends may be paid in 
money, but quite often they will take the 
form of retain certificates or similar docu- 
ments. Other names for these hybrid se- 
curities are advice letters, revolving fund 
certificates or indebtedness certificates. 

It is when the patronage dividend takes 
one of the hybrid forms that there is little 
eye-to-eye séeing among the group consist- 
ing of the farmer, the Commissioner, the 
Tax Court and the circuit courts of appeals. 


The Commissioner holds that the recipient 
must include a patronage dividend in his 
gross income. If in cash, the full amount 
is reportable; if in kind, such as mer- 
chandise, the fair market value is report- 
able; and if of capital stock, or as a retain 
certificate, the face amount must be re- 


ported, and in the year of receipt, regardless 
of the taxpayer’s basis for reporting. 


The Tax Court has accepted the Com- 
missioner’s contention that the taxpayer’s 
basis for reporting is immaterial. It, how- 
ever, has rejected the government’s ruling 
that these documents were reportable at 
full face value, holding them reportable at 
fair market value. The courts of appeals, 
specifically the Fifth and the Ninth Cir- 
cuits, have neither accepted nor rejected 
the Commissioner’s determination that the 
taxability of retain certificates did not de- 
pend upon the recipient’s reporting on the 
accrual basis. The Fifth Circuit has re- 
jected the ruling that the face amount of 
a retain certificate was reportable. The 


Articles 


Ninth Circuit has held that retain certifi- 
cates are mere evidences of their holder’s 
contingent rights in the commercial reserve 
and do not constitute income in the year 
received, but in the year of redemption. 


In the face of this confusion, the article 
states that the answers to the farmers’ 
question of how to report retain certificates 
may come from the legislative body. But in 
the meantime, the author cautions, “the 
safest course of action appears to be to 
report retain certificates when received and 
to keep an eye on the period of limitation 
on refund claims. Congress may come to 


the rescue before the statute runs on cur- 
rent years’ returns.” 


Carrying on After Liquidation 


This is a review of “‘When Is a Liqui- 
dation Not a Liquidation for Federal 
Income Tax Purposes,’" by Ralph S. 
Rice. Stanford Law Review, March, 


1956. 


The author is a professor of law, 
University of California, Los Angeles. 


There were many siips ’twixt cup and lip 
under the 1939 Code for the stockholders 
who would partake of tax benefits through 
liquidation of a corporation followed by a 
reincorporation of its physical assets, but 
there are even more under the 1954 Code, 
warns this article. 


Following a study of the various liquidation- 
reincorporation schemes, and of their dangers, 
the article presents its contention that the 
dangers could be avoided if the liquidation 
were followed not by reincorporation, but 
by continued operation of the business 
through a trustee, partnership, tenancy-in- 
common or some other noncorporate form. 
The basis for the contention is that the 
dangers originally were judicially created 
through reliance on the reorganization sec- 
tions of the old Code, and the reorganiza- 
tion provisions do not apply to changes from 
the corporate to another form of doing 
business. 

In his conclusion, the author presents the 
following considerations for the taxpayer 
who would obtain the tax benefits arising 
from liquidation but, also, desires to con- 
tinue the operation of his business. 

(1) The specific restrictions of Sections 
354 and 355 of the 1954 Code make it unwise 
to have the original corporation split off a 
subsidiary to hold its physical assets and 
thereafter liquidate the original corporation 
and distribute the liquid assets of the 
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original corporation together with the stock 
which is held in the subsidiary. The same 
observation is pertinent in the split-up and 
spin-off cases. It may be argued that the 
result of this transaction is that there would 
be no reorganization under Section 368 
because there was no compliance with Sec- 
tion 355. If there were no reorganization 
under Section 368, the division would prob- 
ably result in tax consequences for the 
original corporation; that is, the original 
corporation would have income to the ex- 
tent of the excess of the value of the stock 
received from the subsidiary (presumably 
the market value of the assets) over the 
basis of the original corporation for the 
assets transferred. However, if the original 
corporation liquidated and distributed the 
stock and its own liquid assets to its stock- 
holders and liquidation was completed within 
one year, it might be said that there was 
conformance with Section 337 and, hence, 
no tax was payable. If this device were 
successful, the new corporation would get 
a stepped-up basis for its assets; the old 
corporation would pay no income tax on 
the gain from the transfer of its assets so 
long as it conformed to Section 337, and the 
stockholders of the corporation would end 
up with the stock of the new corporation 
(holding the assets at a stepped-up basis) 
plus the liquid assets (earnings) of the old 
corporation, all on a capital gain basis. This 
argument is completely logical so far as the 
explicit terms of the statute are concerned. 
But logical or not, there is grave danger 
that the courts would strike down such a 
device, relying on Bagley v. Commissioner, 
331 U. S. 737 (1947), and the general Con- 
gressional intent to eliminate in the rein- 
corporation of assets cases the tax benefits 
normally accorded to liquidations. At the 
very least, it could be anticipated that re- 
ceipt of the liquid assets would be taxed to 
the stockholders as ordinary income. It 
is likewise possible, at least, that courts 
would say the original corporation had gain 
from the “sale” of the assets, since there 
was no true liquidation under Section 337. 

(2) Liquidation followed by reincorpora- 
tion of the assets after distribution to the 
stockholders or their nominees presented 
substantial dangers under the 1939 Code. 
However, it should be realized that if the 
transaction were set up in such a manner as 


to make clear that it did not conform to the 
old Code provision respecting reorganiza- 
tions, or enough time had elapsed before 
the reincorporation of the assets, or if it 
were otherwise shown that at the time of 
liquidation there was no plan for reincorpo- 
rating the assets, there was some possibility 
of obtaining the tax advantages of the 
liquidation. Earlier cases withholding the 
tax advantages of a so-called liquidation 
followed by reincorporation have relied 
upon provisions of the statute with respect 
to reorganizations. Those provisions can 
no longer be invoked. But as with so many 
provisions on the 1954 Code, it is difficult 
to reconcile what the statute provides with 
the language in the committee reports. The 
conference report respecting the new Code 
recites that the Commissioner and the courts 
are considered to have ample authority to 
deal with this problem without the adop- 
tion of a specific statute concerning it. The 
primary basis for such action would have 
to be a finding that Congress did not 
intend that tax benefits should arise from 
liquidation-reincorporation transactions. On 
this theory the courts might simply ignore 
the liquidation and treat the pretended 
liquidating dividend as being in fact a divi- 
dend in cash or kind from the new corpora- 
tion under Section 316, a dividend which 
would have all the characteristics of ordinary 
income. While the courts and the Com- 
missioner have not gone this far before, the 
dangers are such that it is hard to imagine 
a case where tax counsel should take a 
chance on it, especially since tax benefits 
can otherwise be obtained as noted in the 
following paragraph. 


(3) Where there is a liquidation and the 
business is continued in a noncorporate 
form, it seems to the writer almost certain 
that the liquidation will be given effect for 
all of the tax advantages involved. It is 
a little surprising that this result should be 
reached in the noncorporate cases and a 
different result reached where the business 
is continued in a corporate form. Perhaps 
it is best that we do not try to explain why 
this should be. Intensified pressures for 
special legislation are creating an increasing 
aura of unreality about taxing statutes. 
Hackneyed though the reference is, one 
thinks more and more frequently of Alice 
in Wonderland. Occasionally, too, one 
thinks of The Three Pigs. 


Dialectical difficulties—in answer to a letter from the New Orleans district 
director, which asked that a dependency statement be completed by 
persons claiming as dependents of a Cajun taxpayer, the parent added this notation 


to the agreement: ‘‘Baby is too young to sign. 
June, 1956 @ 
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Canadian Tax Letter 


Sale of Partnership .. . 
Consignment Sale Construed . . . 
Wages Taxed as Received 








Sale of Receivables 


Withdrawing partner is taxable on 
share of partnership receivables. 


Upon withdrawing from a partnership, 
an accountant was paid (among other items) 
some $3,255 in respect of his share of the 
firm’s accounts receivable and “time charges.” 
The withdrawing partner contended that 
this payment was a capital receipt. He 
claimed that the amount in question was 
part of the selling price of his interest in 
the partnership which he had sold to the 
remaining partners; as such, it was not gain 
arising from the carrying on of a business. 

The agreement under which the taxpayer 
withdrew from the partnership made no 
mention of any sale to the remaining part- 
ners. The amount under review was al- 
ready earned and due him. It was not a lump 
sum paid in consideration of his withdrawal 
from the partnership. In effect, the pay- 
ment represented the taxpayer’s share of 
the partnership income earned up to the 
date of his withdrawal—Briggs v. Minister 
of National Revenue, 56 DTC 176. 


Accounting 


Proceeds from a ‘‘sale or return" 
method of selling are not includable 
in income. 


A distributor of periodicals and books sold 
his products on a “sale or return” basis. 
The magazines, periodicals, etc., were put 
into retail outlets, and the retailers had a 
right to return the goods they failed to 
sell. The distributor had set up a reserve 
for the expected loss of profit for the books 
returned at the end of the period. 

Chronologically, the Minister ruled against 
this procedure. The Appeal Board ruled 
in favor of the taxpayer and the Exchequer 
Court held in favor of the Minister. Now: 


The Supreme Court of Canada held that 
the true nature of the transactions was not 


Canadian Tax Letter 


that of outright sales and was not that of 
consignment. The retailers were liable to 
pay only for the books sold by them plus 
those they failed to return in the specified 
contract period. In order to arrive at the 
true figure that a company’s profits and 
amounts cover, the sales price of periodi- 
cals should be deducted from gross sales, 
and the purchase price of the potential re- 
turnable books should be deducted from 
the total company’s purchases from the 
total books, and the reserve for loss on 
returns should be eliminated.—Sinnot News 
Company v. Minister of National Revenue, 
56 DTC 1047. 


When Income Is Taxable 


Wages held in trust and paid at a 
later date are taxable in the year 
received. 


A taxpayer who worked on a farm for 
her father was paid at the rate of $800 per 
year. Of this $800 per year she received 
$100 for spending money, and it was agreed 
that her father should hold the balance in 
trust for her until she married. After some 
ten years of operation under this arrange- 
ment, the taxpayer married in 1953. In 
1954 her father turned over to her the 
wages withheld during the previous years— 
some $8,283—in a lump sum. The Minister 
assessed this lump sum as the taxpayer’s 
1954 income. The taxpayer appealed. 


The appeal was dismissed on authority of 
Section 5 of the act. This states that an 
employee’s income for a taxation year is 
the salary, wages and other remuneration 
(board and lodging, etc.) received by the 
taxpayer in that year. Although the wages 
in dispute may have been earned in other 
years they were received by the taxpayer 
in the year under review. They were taxable 
income in her hands in the year received.— 
Vegso v. Minister of National Revenue, 56 
DTC 173. 


44] 





WASHINGTON TAX TALK—Continued from page 390 


The Tax Court 


The Senate has confirmed the nominations 
for new 12-year terms of four judges of the 
Tax Court. The new terms, which will 
commence June 2, were approved April 24. 
The judges are J. Edgar Murdock of Penn- 
sylvania, Stephen E. Rice of Florida, Morton 
P. Fisher of Maryland and John Edward 
Mulroney of Iowa. 


The Commissioner 


A substantial reversal of policy by the 
Commissioner on alimony and separate main- 
tenance payments is noted in recently issued 
“proposed” regulations. 

The change of view concerns alimony or 
support payments which are subject to 
change or discontinuance upon the happen- 
ing of the contingencies of death, remarriage 
or change in the economic status of either 
spouse. The Service now proposes to con- 
sider these payments as “periodic” payments 
and not installment payments of a prin- 
cipal sum, even though made over a period 
of less than ten years and the total amount 
to be paid is specifically stated or may be 
calculated arithmetically or actuarially. The 
reversal indicates an acquiescence by the 
Commissioner in the appellate court cases 
in which he and the Tax Court were reversed. 

The “proposed” regulations also would 
permit the parties to a written separation 
agreement executed before August 17, 1954, 
to alter or modify it in any material respect 
in order to bring the payments within the 
written separation agreement provisions of 
Code Section 71(a)(2). 


Continuity of treatment of support pay- 
ments is noted in one provision of the 
“proposed” regulations. It states that once 
payments are taxable to the wife and deductible 
by the husband under the written separation 
agreement provisions, they will continue to 
be so treated even if the husband and wife 
are later divorced or legally separated. 

Other recent “proposed” regulations inter- 
pret the “Trust-Estate-Beneficiary” provi- 
sions of the 1954 Code. A number of problems 
are clarified. 

The $50 dividend exclusion provided by 
Section 116 is allowed an estate or trust, 
under the tentative regulations, even though 
the trust distributes all its dividend income. 
But the deduction for distributions is cor- 
respondingly reduced. In further clarifica- 
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tion, the proposals state that the deduction 
for distributions and the amount taxable to 
the beneficiaries is limited not by the dis- 
tributable net income as computed under 
Section 643, but by the distributable net 
income less such items as the dividend ex- 
clusion and tax-exempt interest. 


Patent transfers are also treated in recent 
“proposed” regulations. Clarifying Code 
Section 1235, extending long-term capital 
gain treatment to proceeds from some trans- 
fers of patents by individuals, the prospec- 
tive rules treat special situations not cov- 
ered by the Code and define various terms 
used in the Code. 


The special rules include the following: 
(1) Damages for infringement for the period 
after a patent is transferred are capital 
gains; (2) payments received by an em- 
ployee under an employment contract re- 
quiring him to transfer the patent are not 
capital gains; (3) in the case of successive 
transfers, each must be considered sep- 
arately to determine whether Section 1235 
applies. 


A clarification that Section 1235 applies 
to foreign patents as well as to United 
States patents is made in the definitions in 
the “proposed” regulations. Also, the patent 
or application for the patent need not be 
in existence at the time of the transfer, and 
Section 1235 can apply even if the trans- 
feror retains legal title to secure perform- 
ance. The transfer may not be limited in 
duration, however, for a period less than 
the remaining life of the patent. 


Still other “proposed” regulations clarify 
the tax treatment of income from sources 
within or without the United States that is 
covered by a tax convention. Definitions 
and illustrations are provided for “treaty 
income” and “nontreaty income.” The term 
“engaged in trade or business within the 
United States” is redefined to exclude the 
performance of personal services for a 
branch office of a domestic corporation by 
a nonresident alien. Also, conforming to 
the 1954 Code, the “proposed” regulations 
enlarge the tax base of nonresident alien 
individuals not engaged in trade or business 
in the United States. Some amounts re- 
ceived by these taxpayers are not considered 
to be gains from the sale or exchange of 
capital assets. 
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Tax-Wise 


Meetings of Tax Men 


Oklahoma Institute on Taxation.—A three- 
day tax meeting will be held by the Oklahoma 
Institute on Taxation June 7-9 at Lake 
Murray Lodge, Ardmore, Oklahoma. Its 
theme will be “a current look at the °54 
Internal Revenue Code, amendments and 
regulations.” John K. Speck is general 
chairman of the meeting, which is sponsored 
by the Chartered Life Underwriter Chapters 
of Oklahoma City and Tulsa; the Kansas- 
Oklahoma Division of Mid-Continent Oil & 
Gas Association; the Oklahoma Bar Asso- 
ciation; the Oklahoma Society of Certified 
Public Accountants; and the Oklahoma Trust 
Companies Association. 

University of Colorado.—The University 
of Colorado School of Law has announced 
its second estate planning institute, to take 
place at Boulder July 16 through July 20. 
Twenty practical lectures of one hour each, 
based upon specially prepared materials, will 
be given by William J. Bowe of the Vander- 
bilt University School of Law, a widely 
known estate planning expert. 

Tax Executives Institute, Inc., Indiana 
Chapter.—On June 12, the Indiana Chapter 
of Tax Executives Institute, Inc., will hold 
its annual meeting, closing the 1955-1956 
season, Officers and directors will be elected. 
The afternoon-evening meeting is scheduled 
for the Hillcrest Country Club, Indianapolis. 


Poujadism 

In the March 21, 1956 issue of National 
Review (pages 13-15), Mr. Jules Monnerot 
discusses the growth of the “Poujade move- 
ment.” Of interest to us here is the portion 
in which the author explains the effects upon 
Poujadism of various tax measures promul- 
gated by the governments of Mendés-France 
and Edgar Faure: 

“There are two elements in the phenomenon 
of Poujadism: a mobile element, that float- 
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Taxes... 
Tax People... 
Things Taxed... 


ing mass of discontented persons which at 
present supports Poujade; and a more stable 
element to which the mobile element has been 
drawn. This nucleus is a social class menaced 
with extinction (that is, with falling back into 
the proletariat), namely: two million small 
shopkeepers who have formed an organiza- 
tion to defend their class. Of this organiza- 
tion, the Union for the Defense of Merchants 
and Artisans—l’Union de Défense des Com- 
mercants et Artisans, (UDCA), Pierre Pou- 
jade is the soul.” 

There are in France nearly two million 
licensed shopkeepers who have given the 
Poujade movement a sociological class basis. 
The author explains that the problem before 
the nation is to break up “this swollen dis- 
tributive apparatus.” When purely economic 
mechanisms of elimination plus an increased 
burden of taxation were employed to solve 
the problem, the threatened social group 
organized in protest. 


“Actually, the end of uncontrolled inflation 
and the stabilization of prices brought about 
by the Pinay government in 1952 was counter- 
balanced for the merchants by an increase 
in their tax burden which in some cases ran 
as high as 50 per cent. The economic reces- 
sion which began in the spring of 1952 and 
became general by the beginning of 1953 
cruelly reduced the income of the small 
merchant and artisan and at the same time 
aggravated the crisis of small business, which 
was related to the economic decline of 
Southwestern France, the most backward 
section of the nation. 


“It was precisely at this juncture that the 
Chamber of Deputies adopted, at the in- 
stigation of the Mendés-France and Edgar 
Faure governments, a group of measures 
which, if strictly applied, would have cut 
down the over-extended distributive system 
in a most brutal manner. These included 
the right of tax officials to enter and search 
the homes of merchants, to seize the books, 
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to make on-the-spot tax assessments with 
the threat of prison or fines hanging over 
the heads of recalcitrants; the denial of the 
traditional tax amnesties to small shop- 
keepers, an increase in the cost of licenses, 
a refusal of social security benefits to small 
businessmen, and the maintenance of price 
controls. At the same time, the Mendés- 
France government put through the Assembly 
certain tax privileges for large business 
enterprises, permitting them to deduct from 
their taxable totals investment, outlays said 
to be for modernization, and purchases of 
materials. Factory and administrative co- 
operatives, which directly compete with 
small business, were also simultaneously 
granted tax reductions... . 


“An entire social class felt itself in danger 
of being crushed in a pincers, between the 
well directed modern capitalist organization 
with its commercial trusts and chains of 
stores on one side, and, on the other, the 
consumer cooperatives and enterprises sub- 
sidized by the state. No qualified repre- 
sentatives of the small businesses concerned 
were consulted concerning the plans of 
these projects to unsnarl France’s distribu- 
tion tangle. The small businessman now 
saw no hope of maintaining his standard of 
living in face of the eventual change of 
methods confronting him.” 


The UDCA came into being in July, 1953, 
when a number of citizens banded together 
to oppose with force the tax collectors who 
were visiting local merchants. This first 
phase of the Poujade movement “was roughly 
analogous to the first successful strikes in 
the working-class movement.” Similar “tax 
strikes” were organized in other towns, and 
the various sections were then affiliated. 


“The history of the UDCA can be divided 

. into three phases. After the phase of 
‘interference with tax controls’, when the 
movement had been organized on a national 
scale, came the phase of pressure on mem- 
bers of Parliament, in which the move- 
ment’s agitation for its demands had not 
yet become political agitation, properly 
speaking, It was not until the end of 1955, 
when the Chamber [of Deputies] was dis- 
solved, that Poujade decided to present 
candidates to the electorate. ... 


“Today, the Poujade movement finds it- 
self at the crossroads. The very elements 
which give its substructure solidity are also 
responsible for its narrowness and its dif- 
ficulty in transforming itself into a political 
movement aimed at taking over power. For 
this, it would have to develop some con- 
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ception of the general welfare; to find a 
common ground among its heterogeneous 
elements; and to leave unanswered none of 
those questions of public interest posed by 
history—questions with which the present 
directors of the movement have never come 
to grips. But in transforming its original 
structure into an orthodox political party, 
the Poujade movement runs the risk of 
losing its sociological base. Can the Fourth 
Republic, by giving demagogic satisfaction 
to all material complaints of the merchants 
who created this movement, stop it in its 
tracks?” 

This controversial problem was approached 
in another way in Tax Institute, Inc.’s Tar 


Policy for March, 1955, as mentioned in the 
July, 1955 Taxes. 


State Tax News 


California—The state board of equaliza- 
tion has issued a new form—S-401-B—for 
the filing of a combined state and local sales 
and use tax return, for retailers who ordi- 
narily report on a monthly basis. 


Colorado.—According to a letter, dated 
April 3, 1956, from the department of reve- 
nue, shareholders are permitted to treat as 
capital gains the distributions of capital 
gains by an investment company. Chapter 
63, Laws 1954, providing for the special 
treatment of dividends paid by an invest- 
ment company, was not changed, modified 
or repealed by Chapter 308, Laws 1955, 
which amended Section 138-1-24, 


District of Columbia.—Effective October 
1, the District of Columbia joins the grow- 
ing number of “income tax” states which 
have adopted withholding of the tax to facili- 
tate its collection. Withholding may be by 
percentage method or by withholding tables 
to be prescribed. The first quarterly return 
is due from employers on January 31, 1957. 

The term “employee” includes only per- 
sons who reside, are domiciled, or maintain 
a place of abode, for more than seven 
months of the taxable year, within the Dis- 
trict of Columbia. The terms “wages” and 
“payroll period” are the same as for federal 
withholding purposes. 

The law also permits a percentage of 
federal withholding. 


Illinois.—Sixty more cities have grabbed 
their brass rings on the well-equipped sales 
tax merry-go-round. The count noted in the 


May issue was 720; now it stands at 
780. The latest eight municipalities to im- 
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pose retailers’ occupation taxes are Elgin, 
El Paso, Hecker, Lee, Marengo, Mulberry 
Grove, New Lenox, Yorkville. 


Kentucky.—Any board of education in a 
county containing a city of the first class, 
in addition to ad valorem taxes, may by 
resolution impose a license fee not exceed- 
ing one half of 1 per cent on wages, sala- 
ries and net profits in the school district. 
The license fee may not be imposed by the 
board unless a majority of the voters in the 
school district approve the levy, according 
to H. B. 404, which has been approved by 
the governor. 


H. B. 503, Laws 1956, which required 
payment of ad valorem taxes on motor ve- 
hicles before they could be licensed for 
operation, has been declared unconstitu- 
tional. The enforcement of H. B. 503 would 
result in the payment of taxes on motor 
vehicles by franchise taxpaying corporations 
assessed by the department of revenue in 
the 1957-1958 fiscal year based upon an 
assessment as of December 31, 1956 or 
January 1, 1957. The ordinary taxpayer 
owning a motor vehicle would pay his tax 
for the same fiscal year based upon an 
assessment by the sheriff as of January 1, 
1958. Thus, there would be a lack of 
uniformity in the assessments which would 
render them unconstitutional. 


Another ground for unconstitutionality is 
the fact that the levy of the tax and the 
fixing of the rate would precede the assess- 
ment.—City of Louisville v. Trager et al., 
Kentucky Circuit Court, Jefferson County, 
April 23, 1956. 


legislative-recess study 


Mississippi.—A 
committee has been created, to study in- 
equities in existing revenue laws, the present 
status of state agencies and departments, 
the possibility of financial aid to municipali- 
ties, and the loan and finance business. A 
report must be submitted to the state legis- 


lature at the 1958 regular session. 
1958, effective April 6, 1956.) 
Effective July 1, 1956, a tax will be levied 
by Mississippi on salesmen or other persons 
engaged in the itinerant solicitation of orders 
for merchandise, over regular routes and at 
regular intervals, for subsequent delivery to 
retailers or consumers within the state. The 
tax is to be based on the gross amount of 
merchandise for which orders are taken, 
where delivery is made to customers located 
in Mississippi, and is at the rate of 3 per 
cent for retail sales or one eighth of 1 per 
cent for wholesale sales. A salesman who 
takes orders for persons paying the sales, 
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use or wholesale use tax due, to be filled 
by such persons, is exempted from the tax. 
(H. B. 825, approved April 5.) 


In a recent case relating to work on 
pipe lines (Anderson Brothers Corporation v. 
Stone), it was decided that “new” construc- 
tion work performed in Mississippi by a 
foreign corporation—which furnished the 
labor and equipment, dug the ditches and 
laid the pipe for pipe line companies fur- 
nishing the rights of way and the pipe— 
did not constitute participation in inter- 
state transportation. The foreign corpora- 
tion, which acted as prime contractor on 
some of the jobs, is directly liable for the 
tax, even though parts of the work may 
have been performed by subcontractors.— 
Mississippi Supreme Court, March 5, 1956. 


New York.—It is provided, under A. B. 
3054 (Chapter 360), that the taxability of 
alimony and separate maintenance payments 
is conformed to federal Code Section 71. 

The highway use tax upon motor carriers 
operating heavy vehicles upon highways 
of New York State, which subordinates the 
security interest of conditional vendors in 
vehicles so operated to the state’s lien for 
taxes owed by the carriers, has been upheld 
by the United States Supreme Court. The 
Court affirmed the original decision of the 
Appellate Division, Third Department, which 
had been affirmed without opinion by the 
Court of Appeals of New York.—/nterna- 
tional Harvester Credit Corporation v. Good- 
rich, April 9, 1956. 


Ohio.—Governor Lausche has indicated 
that he will call the legislature into special 
session, probably on June 4, 1956, to deal 
with several problems, including the need 
to recoup financial losses to local govern- 
ments resulting from a recent United States 
Supreme Court ruling (previously reported). 

A trucking firm engaged in interstate 
commerce and operating under a permit of 
the Interstate Commerce Commission, but 
not in possession of an Ohio permit issued 
by the Ohio Public Utilities Commission, is 
not operating in the rendition of a public- 
utility service in Ohio, and its purchases of 
tractor-trailers are not exempt from sales 
tax.—Rathbun, d. b. a. Scarlet Truck Service 
v. Bowers, Ohio Board of Tax Appeals, 
April 26, 1956. 

In The State of Ohio v. Sloan, the Ohio 
Supreme Court held that the purchaser of a 
business who fails to determine whether the 
seller of such business owes any accrued 
sales tax and who fails to withhold any such 
amount owed becomes personally liable for 
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the taxes accrued during the operation of 
the business by the seller. In a suit against 
the purchaser by the department of taxation 
for such accrued taxes, a sales tax assess- 
ment certificate for taxes due from the seller 
is admissible as evidence. It prima facie 
establishes the amount for which the pur- 
chaser is liable. 


Pennsylvania.—Tentative regulations, in- 
terpreting part of the selective sales and 
use tax act, have been issued. Additional 
regulations will be issued from time to time. 


Rhode Island.—Use tax collection has 
been stiffened. The tax is now imposed 
upon “engaging in business” rather than 
upon “the maintenance of a place of busi- 
ness” in Rhode Island. Definition of the 
new term, with examples of methods of 
transacting business which are taxable, opens 
the way to collection wherever salesmen, 
representatives, peddlers, canvassers, solici- 
tors or agents are permanently or tempo- 
rarily operating in the state, or where orders 
are solicited in Rhode Island for tangible 
personal property to be stored, used, or 
otherwise consumed in the state. (H. B. 562.) 

This amendment is similar to one made 
in Connecticut in 1955. 


A special committee was created—by S. B. 
1511, approved May 2—to study effects of 
the present Massachusetts income tax law 
on Rhode Islanders who work in Massachu- 


setts. Its report will be due at the 1957 
session of the legislature. 


South Dakota.—According to recent opin- 
ions of the attorney general: 

A nonresident from a state which does 
not impose a sales tax on motor vehicles 
must pay the South Dakota sales tax prior 
to registering his vehicle in South Dakota 
even though he paid a sales tax in still 
another state, where he originally purchased 
his car. The South Dakota law exempts 


only vehicles registered and taxed in the 
nonresident’s home state. 


The addition of penalty and interest on 
delinquent taxes owed by “A” is mandatory, 
although the county officer erroneously 
listed the taxable property as belonging to 
“B.” There is no statutory provision which 
authorizes an abatement of penalty and 
interest. 


Tennessee.—The state supreme court has 
ruled (April 27, 1956) that Tennessee can- 
not tax receipts from government property. 
Revenue from government-owned facilities, 
such as busses, trucks and automobiles used 
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for the transportation of employees working 
on the Oak Ridge atomic energy project, 
cannot be made the basis for assessment 
and collection of Tennessee gross receipts 
taxes, The court also decreed that receipts 
from the distribution of water and electric 
current to consumers is similarly exempt. 


The fact that the corporation involved 
was a private contractor with the govern- 
ment does not give it the aspect of a private 
business. It was engaged in no commercial 
activity for profit, and its sole taxable in- 
come was the fee which the government 
had contracted to pay for its services. 

Revenue derived from the right to occupy 
and use government property is as much 
government-owned as is the property itself. 
Therefore, the corporation is not subject to 
gross receipts taxes.—Roane-Anderson Com- 
pany v. Evans, Tennessee Supreme Court. 


Utah.—The regulation concerning com- 
pensation paid other than in cash has been 
amended to provide that if a person receives, 
as compensation for services rendered, a 
salary plus living quarters or meals, the 
value of the quarters or meals is income 
subject to tax. However, if the quarters or 
meals are furnished to employees for the 
convenience of the employer, their value is 
not taxable to the employee. 


Formerly, the regulation provided that 
where board, lodging, maintenance or living 
quarters—or allowances in leu thereof— 
were furnished to a taxpayer in connection 
with his employment, and the allowances 
had a cash value in reducing or eliminating 
his personal living expenses, the money 
equivalent or cash value representing the 
gain or the reduction in his personal living 
expenses had to be included in gross income 
as additional compensation. This was true 
although the allowances were provided for 
the convenience of the employer as well as 
the employee. 


Virginia.—Owning and operating apart- 
ment houses is business subject to tax on 
capital. A corporation organized for that 
express purpose is liable for the capital tax 
on the “excess of all bills and accounts 
receivable over bills and accounts payable.” 
Whether such operations are conducted by 
the officers of the corporation or by an 
agent selected by them is immaterial.— 
Colway Realty Corporation v. Commonwealth, 
Virginia Supreme Court of Appeals, April 
23, 1956. 

Chapter 513, Laws 1956, provides that 
outside salesmen may deduct their trade or 
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business expenses from gross income for 
the tax years beginning on and after Janu- 
ary 1, 1956; Chapter 613 provides that non- 
residents may take the standard income tax 
deduction, at their election; and Chapter 
614 provides that where either a husband 
or his wife is a nonresident, a joint return 
may be filed if a return is required from 
each of them. 


Washington.—The Washington property 
tax for school purposes levied by Chapter 
253, Laws 1955, has been ruled invalid. The 
law provided that tax levies of school dis- 
tricts were to be assessed on the basis of 
valuations by county assessors as equalized 
by the state board of equalization. Taxes 
levied by school districts are not for state 
purposes, the Washington Supreme Court 
said.—Clark v. Seiber, April 26, 1956. 


In a case where a corporation organized 
for the construction, operation and mainte- 
nance of a housing project erects buildings 
on land leased from the federal government, 
the corporation is subject to sales tax on 
the purchase of the materials and labor used 
in construction. Its leasehold interest in the 
buildings makes its purchase of the con- 
struction materials taxable as a sale at retail 


City Tax Calendar . 


July 2—Missouri: St. Louis merchant and 
manufacturer property tax reports due. 


July 15—Arizona: Phoenix business privi- 
lege tax reports and payment due. Colo- 
rado: Denver sales tax reports and 
payment due. Pennsylvania: Erie em- 
ployer withholding tax reports and payment 
due; Pittsburgh income tax reports and pay- 
ment due; Scranton employer withholding 
reports and payment due; Scranton em- 
ployer withholding reports and payment 
for school district income tax due; Scranton 
income tax fourth installment due. Wash- 
ington: Seattle occupation tax reports and 
payment due; Tacoma occupation tax re- 
ports and payment due. 

July 20—Louisiana: Baton Rouge sales and 
use tax reports and payment due; New 
Orleans sales and use tax reports and pay- 
ment due. Pennsylvania; Pittsburgh em- 
ployer withholding reports and payment 
due. 


July 25—New York: New York City con- 
duit company tax reports and payment 
due; New York City public utility excise 
tax reports and payment due. 


Tax-Wise 


to a consumer. As lessee, the corporation— 
and not the federal government—is the con- 
sumer.—Moses Lake Homes, Inc. v. State of 
Washington, Washington Supreme Court, 
March 15, 1956. 


According to a recent opinion of the 
attorney general, Washington’s tax com- 
mission has authority to assess for tax pur- 
poses the properties of a gas-distributing 
company operating production plants and 
distribution facilities within three widely 
separated counties and three other contig- 
uous counties. Physical connection among 
all of the properties of a utility is not the 
statutory test of an intercounty operation. 
The various production and distribution 
facilities of the company are an operating 
part of the larger unit and constitute an 
intercounty system which is assessable under 
the unit method of valuation. 


In another opinion, the attorney general 
has ruled that the grantee of an easement 
may request that it be separately listed and 
assessed on the tax rolls. The assessor must 
then so list all easements. Where segrega- 
tion is made, the easement will not be ex- 
tinguished upon a tax foreclosure of the 
property of the grantor. 


July 30—Ohio: Springfield employer with- 
holding tax reports and payment due. 
Pennsylvania: Philadelphia income tax 
reports and payment on wages and sala- 
ries not withheld at source due. Utah: 
Provo merchant and retailer tax reports 
and payment due. 


July 31—Kentucky: Louisville personal in- 
come tax withholding agents’ payment 
due. Missouri: St. Louis earnings tax 
withholding reports and payment due. 
Ohio: Cincinnati employer withholding 
tax reports and payment due; Columbus 
employer withholding tax reports and 
payment due; Dayton corporate income 
tax second installment (estimated) due; 
Dayton employer withholding tax reports 
and payment—if more than $100—due; 
Dayton employer withholding quarterly 
reports and payment—if less than $100— 
due; Dayton personal income tax second 
installment (estimated) due; Toledo em- 
ployer withholding tax reports and 
payment due; Youngstown employer with- 
holding tax reports and payment due. 
Pennsylvania: Philadelphia withholding 
tax reports and payment due. 


447 





State Tax Calendar 


The State Tax Calendar includes the re- 
port and payment due dates of important 
taxes—franchise, income and property—for 
the next month. 


ARIZONA: July 1—Property reports from 
air line companies due. July 31—Withhold- 
ing reports and payment due. 

ARKANSAS: July 16—Property tax in- 


stallment due. 

COLORADO: July 15—Corporate income 
tax second installment due.—Personal in- 
come tax second installment due. July 31— 
Employers’ income tax withholding re- 
ports and payment due.—Property tax 
second installment due. 


DELAWARE: July 1—Franchise tax due. 
July 30—Personal income tax second in- 
stallment due. July 31—Withholding re- 
ports and payment due. 

DISTRICT OF COLUMBIA: July 31— 
Personal property return due (last day). 

FLORIDA: July 1—Franchise tax reports 
and payment due. 

ILLINOIS: JULY 31—Franchise tax due 
(last day). 

INDIANA: July 1—Property tax reports 
and payment from navigation companies 
due. July 30—Corporation reports due 
(last day). 


KENTUCKY: July 15—Estimated per- 


sonal income tax second installment due. 
July 31—Income tax withholding reports 
and payment due. 


MARYLAND: July 31—Return and pay- 
ment of withheld tax due. 


MASSACHUSETTS: July 1—Real and 


personal property taxes due. 
MISSISSIPPI: July 15—Franchise tax re- 


ports and payment due. 
MONTANA: July 31—Income tax with- 
holding reports and payment due. 
NEBRASKA: July 1—Occupational tax re- 
ports and payment from domestic and 
foreign corporations due—Personal prop- 
erty tax second installment due. 
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June, 1956 @ 


NEVADA: July 1—Corporation reports 
due. July 2—Property tax quarterly in- 
stallment due. 


NEW MEXICO: July 15—Corporate in- 
come tax second installment due.—Per- 
sonal income tax second installment due. 


NEW YORK: July 1—Village property 
tax due (last day). July 15—Personal in- 
come reports and payment of second in- 
stallment of tax due. 


NORTH CAROLINA: July 31—Franchise 
tax reports and payment due, 


NORTH DAKOTA: July 1—Property re- 
ports from railroad companies due. July 
15—Corporate income tax second install- 
ment due.—Personal income tax second 


installment due. 


OREGON: July 15—Excise (income) tax 
second installment due.—Personal income 
tax second installment due. July 31— 


Withholding tax reports and payment 
due. 


TENNESSEE: July 1—Corporation tax re- 
ports and payment due.—Excise (income) 


tax reports and payment due—Franchise 
tax reports and payment due. 


VERMONT: July 31—Income tax with- 
holding reports and payment due. 


WASHINGTON: July 1—License tax re- 
ports and payment from foreign and 
domestic corporations due. 


WEST VIRGINIA: July 1—License tax 
reports and payment from domestic cor- 
porations due. 


WISCONSIN: July 10—Property tax first 
installment from railroad, telegraph, 
sleeping car and express companies due. 
July 31—Real property tax semiannual 
installment due. 


WYOMING: July 1—License (franchise) 


tax reports and payment due. 
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Federal Tax Calendar 


July 16 (July 15 is a Sunday)— 


Due date, by general extension, of re- 
turns for the fiscal year ended January 
31, 1956, in the case of (1) foreign part- 
nerships, (2) foreign corporations which 
maintain an office or place of business 
in the United States, (3) domestic cor- 
porations which transact their business 
and keep their records and books of 
accounts abroad, (4) domestic corpora- 
tions whose principal income is from 
sources within the possessions of the 
United States and (5) American citi- 
zens residing or traveling abroad, in- 
cluding persons in the military or naval 
service on duty outside the United 
States. (Code Sections 6081 and 6151; 
Regulations 118, Section 39.53-3(a).) 
Forms: (1), Form 1065; (2)-(4), Form 
1120; (5), Form 1040. 


Monthly information returns of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for preceding month. Form 957. (Code 
Section 6035.) 


Due date for delivery to local director of 


internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for pro- 
ceeds of sales of stamps sold during 


preceding month. (Regulations 71, Sec- 
tion 113.142.) 


Due date for payment of tax by fiduciary 


of decedent’s estate where installment 


method of payment is elected. (Code 
Section 6152.) 


cable messages and services; trans- 
portation of persons; admissions, dues 
and initiation fees; gasoline, lubricating 
oils and matches; sales by manufac- 
turers, including sales of pistols and 
revolvers; processing of certain oils; 
sales by the retailer; manufacture of 
sugar; transportation of property; and 
diesel fuel. However, if, and only if, 
the return is accompanied by depositary 
receipts (Form 537, Depositary Receipt 
for Federal Excise Taxes), showing 
timely deposits, in full payment of the 
taxes due for the entire quarter, the re- 
turn may be filed on or before the tenth 
day of August. Form 720. (Regula- 
tions Sections 477.2 and 477.3.) 


Employers’ quarterly returns and pay- 


ment (by depositary receipts or cash) 
of the following taxes for the second 
quarter of 1956: (1) employees’ tax 
withheld under Code Section 3102; (2) 
employers’ tax under Code Section 3111; 
and (3) income tax on wages withheld 
under Code Section 3402. With respect 
to such taxes for June, the employer 
may either include with his return 
(Form 941) direct remittance to the 
district director or attach to such return 
a depositary receipt for the amount 
validated by a federal reserve bank. 
The deposit for June should be made 
in ample time to assure that the vali- 
dated receipt will be received in time 
for inclusion with his quarterly return. 
Where the return on Form 941 is ac- 
companied by depositary receipts (Form 
450) showing timely deposits in full 
payment of the taxes due for the entire 
second quarter, the return may be filed 
on or before August 10. (Regulations 
120, Sections 406.601, 406.606.) 


July 31— 


Due date of return for quarter ending Due date for quarterly return of interest 


June 30, 1956, of excise taxes on safe 
deposit boxes; transportation of oil by 
pipeline; telephone, telegraph, radio and 


paid and tax withheld at source on tax- 
free covenant bonds and on other cor- 
porate bonds or obligations. Form 1012. 





State Tax Calendar 


The State Tax Calendar includes the re- 
port and payment due dates of important 
taxes—franchise, income and property—for 
the next month. 


ARIZONA: July 1—Property reports from 
air line companies due. July 31—Withhold- 
ing reports and payment due. 

ARKANSAS: July 16—Property tax in- 
stallment due. 

COLORADO: July 15—Corporate income 
tax second installment due.—Personal in- 
come tax second installment due. July 31— 
Employers’ income tax withholding re- 
ports and payment due—Property tax 
second installment due. 

DELAWARE: July 1—Franchise tax due. 
July 30—Personal income tax second in- 


stallment due. July 31—Withholding re- 
ports and payment due. 


DISTRICT OF COLUMBIA: July 31— 
Personal property return due (last day). 

FLORIDA: July 1—Franchise tax reports 
and payment due. 


ILLINOIS: JULY 31—Franchise tax due 
(last day). 

INDIANA: July 1—Property tax reports 
and payment from navigation companies 
due. July 30—Corporation reports due 
(last day). 


KENTUCKY: July 15—Estimated per- 
sonal income tax second installment due. 
July 31—Income tax withholding reports 
and payment due. 


MARYLAND: July 31—Return and pay- 
ment of withheld tax due. 


MASSACHUSETTS: July 1—Real and 


personal property taxes due. 
MISSISSIPPI: July 15—Franchise tax re- 


ports and payment due. 


MONTANA: July 31—Income tax with- 
holding reports and payment due. 

NEBRASKA: July 1—Occupational tax re- 
ports and payment from domestic and 
foreign corporations due——Personal prop- 
erty tax second installment due. 
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June, 1956 @ 


NEVADA: July 1—Corporation reports 
due. July 2—Property tax quarterly in- 
stallment due. 


NEW MEXICO: July 15—Corporate in- 
come tax second installment due.—Per- 
sonal income tax second installment due. 


NEW YORK: July 1—Village property 
tax due (last day). July 15—Personal in- 
come reports and payment of second in- 
stallment of tax due. 


NORTH CAROLINA: July 31—Franchise 
tax reports and payment due, 


NORTH DAKOTA: July 1—Property re- 
ports from railroad companies due. July 
15—Corporate income tax second install- 
ment due.—Personal income tax second 
installment due. 


OREGON: July 15—Excise (income) tax 
second installment due.—Personal income 
tax second installment due. July 31— 
Withholding tax reports and payment 
due. 


TENNESSEE: July 1—Corporation tax re- 
ports and payment due.—Excise (income) 
tax reports and payment due.—Franchise 
tax reports and payment due. 


VERMONT: July 31—Income tax with- 
holding reports and payment due. 


WASHINGTON: July 1—License tax re- 
ports and payment from foreign and 
domestic corporations due. 


WEST VIRGINIA: July 1—License tax 
reports and payment from domestic cor- 
porations due. 


WISCONSIN: July 10—Property tax first 
installment from railroad, telegraph, 
sleeping car and express companies due. 
July 31—Real property tax semiannual 
installment due. 


WYOMING: July 1—License (franchise) 
tax reports and payment due. 
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Federal Tax Calendar 


July 16 (July 15 is a Sunday)— 


Due date, by general extension, of re- 


turns for the fiscal year ended January 
31, 1956, in the case of (1) foreign part- 
nerships, (2) foreign corporations which 
maintain an office or place of business 
in the United States, (3) domestic cor- 


porations which transact their business 
and keep their records and books of 
accounts abroad, (4) domestic corpora- 
tions whose principal income is from 
sources within the possessions of the 
United States and (5) American citi- 
zens residing or traveling abroad, in- 
cluding persons in the military or naval 


service on duty outside the United 
States. (Code Sections 6081 and 6151; 
Regulations 118, Section 39.53-3(a).) 
Forms: (1), Form 1065; (2)-(4), Form 
1120; (5), Form 1040. 


Monthly information returns of stock- 


holders and of officers and directors of 
foreign personal holding companies due 


for preceding month. Form 957. (Code 
Section 6035.) 


Due date for delivery to local director of 


internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for pro- 
ceeds of sales of stamps sold during 
preceding month. (Regulations 71, Sec- 
tion 113.142.) 


Due date for payment of tax by fiduciary 


of decedent’s estate where installment 
method of payment is elected. (Code 
Section 6152.) 


July 31— 


Due date of return for quarter ending 
June 30, 1956, of excise taxes on safe 
deposit boxes; transportation of oil by 
pipeline; telephone, telegraph, radio and 


cable messages and services; trans- 
portation of persons; admissions, dues 
and initiation fees; gasoline, lubricating 
oils and matches; sales by manufac- 
turers, including sales of pistols and 
revolvers; processing of certain oils; 
sales by the retailer; manufacture of 


sugar; transportation of property; and 
diesel fuel. However, if, and only if, 
the return is accompanied by depositary 
receipts (Form 537, Depositary Receipt 
for Federal Excise Taxes), showing 
timely deposits, in full payment of the 
taxes due for the entire quarter, the re- 
turn may be filed on or before the tenth 
day of August. Form 720. (Regula- 
tions Sections 477.2 and 477.3.) 


Employers’ quarterly returns and pay- 


ment (by depositary receipts or cash) 
of the following taxes for the second 
quarter of 1956: (1) employees’ tax 
withheld under Code Section 3102; (2) 
employers’ tax under Code Section 3111; 
and (3) income tax on wages withheld 
under Code Section 3402. With respect 
to such taxes for June, the employer 
may either include with his return 
(Form 941) direct remittance to the 
district director or attach to such return 
a depositary receipt for the amount 
validated by a federal reserve bank. 
The deposit for June should be made 
in ample time to assure that the vali- 
dated receipt will be received in time 
for inclusion with his quarterly return. 
Where the return on Form 941 is ac- 
companied by depositary receipts (Form 
450) showing timely deposits in full 
payment of the taxes due for the entire 
second quarter, the return may be filed 
on or before August 10. (Regulations 
120, Sections 406.601, 406.606.) 


Due date for quarterly return of interest 


paid and tax withheld at source on tax- 
free covenant bonds and on other cor- 
porate bonds or obligations. Form 1012. 
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wage plan works, how to set up a pay plan, legal problems involved, 
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It discusses such questions as: what is a “guaranteed 
annual wage”?—how did the guaranteed wage plan 
grow ?—what is the viewpoint of employees? unions? 
management ?—are plans ever 100% “guaranteed”? 


Moreover, it helpfully includes: a chart detailing 196 current plans; an 
evaluation of pay-as-you-go v. trust fund; an inventory of financial, 
legal, and administrative problems involved; and a comparison of the 
pay patterns in the automobile and the can industries. 


Of special interest and value are the full texts of the 
supplemental unemployment benefit plans of the 
Ford Motor Company, Continental Can Company, 
and American Can Company set out in the appendix. 
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